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April  22,  1988 

The  Honorable  Otis  R.  Bowen,  M.D. 

The  Secretary  of  Health  and  Human  Services 

Dear  Mr.  Secretary: 

Because  of  the  importance  of  diagnosis  related  groups  (dugs)  to  the  Medicare  prospective 
payment  system,  we  evaluated  the  drg  case  classification  system  as  a  means  of  grouping 
patients  for  payment  purposes.  This  report  presents  the  results  of  our  study  and  contains 
recommendations  to  you. 

As  you  know,  31  U.S.C.  720  requires  the  head  of  a  federal  agency  to  submit  a  written 
statement  on  actions  taken  on  our  recommendations  to  the  House  Committee  on  Government 
Operations  and  the  Senate  Committee  on  Governmental  Affairs  not  later  than  60  days  after 
the  date  of  the  report  and  to  the  House  and  Senate  Committees  on  Appropriations  with  the 
agency’s  first  request  for  appropriations  made  more  than  60  days  after  the  date  of  the 
report. 

We  are  sending  copies  of  this  report  to  your  Inspector  General,  the  Administratoi'  of  the 
Health  Care  Financing  Administration,  and  other  interested  parties. 

Sincerely  yours. 
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Lawrence  H.  Thomp.son 
Assistant  Comptroller  General 
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Executive  Summary 


Purpose 


Background 


In  fiscal  year  1986,  Medicare  paid  hospitals  about  $45.6  billion  for 
inpatient  hospital  services.  About  $35  billion  was  paid  under  the  Medi¬ 
care  prospective  payment  system  (pps).  E’PS  pays  hospitals  a  fixed,  pre¬ 
determined  amount  for  each  Medicare  beneficiary  discharged  from  a 
hospital.  The  amount  of  the  payment  for  a  beneficiary  depends  upon  the 
diagnosis  related  group  (drg)  that  the  patient  is  classified  under.  Each 
DRG  is  composed  of  a  set  of  diagnoses  that  are  expected  to  require  about 
the  same  level  of  hospital  resources  to  treat.  The  pps  payment  rate  for  a 
DRG  is  based  on  the  national  average  cost  of  treating  patients  falling 
under  the  drg.  Therefore,  pps  gives  hospitals  incentives  for  efficient 
operations  because  whether  they  profit  or  lose  depends  on  whether 
their  costs  are  below  the  national  average  cost. 

For  PPS  to  work  as  intended^that  is,  to  encourage  hospitals  to  operate 
efficiently  while  providing  quality  care— it  is  essential  that  drgs  group 
patients  with  similar  resource  needs.  Hospitals  then  receive  comparable 
amounts  for  treatinglike  cases  and  have  incentives  to  operate  effi¬ 
ciently  ^Because  of  the  importance  of  drgs  to  pps,  gao  evaluated  the  drg 
case  classification  system  as  a  means  of  grouping  patients  for  payment 
purposes.  Specifically,  gag’s  objectives  were  to  (1)  measure  the  varia¬ 
tions  in  the  level  of  resources  required  to  treat  patients  within  the  drgs, 

(2)  determine  if  hospitals  get  an  equal  mix  of  high-  and  low-cost  patients 
in  DRGS  where  a  wide  variation  in  resource  requirements  exists,  and 

(3)  determine  if  hospital  characteristics,  such  as  bed  size  and  rural  or 

urban  location,  are  systematically  related  to  whether  a  hospital  receives 
patients  with  higher-  or  lower-than-average  treatment  costs  within  the 
DKGS.  - 


Under  pps.  Medicare  discharges  are  assigned  for  payment  purposes  to 
I  of  473  DRGS  based  on  the  patient’s  principal  diagnosis  or  the  primary 
pnooedure  performed.  The  Pi>s  payments  cover  hospital  operating 
costs — routine,  ancillary,  and  intensive  care  inpatient  services. 

When  I’i's  was  developed,  it  was  recognized  that  there  would  be  some 
variation  in  the  treatment  costs  among  patients  falling  under  a  drg.  That 
Is,  there  could  be  variations  in  treatment  costs  among  the  different  diag¬ 
noses/procedures  in  a  given  drg,  as  well  as  among  individual  patients 
with  the  same  diagnosis.  But  it  was  exjx'cted  that  hospitals  would  treat 
enough  patients  .so  that  losses  on  high-cost  patients  would  be  offset  by 
profits  from  low-cost  patients  and  that  overall  an  efficient  hospital 
would  recover  at  least  its  full  costs  of  treating  Medicare  patients. 
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Results  in  Brief 


The  Health  Care  Financing  Administration  (hcfa),  within  the  Depart¬ 
ment  of  Health  and  Human  Services  (Hits),  is  responsible  for  periodically 
reviewing  the  dug  classification  system  and  making  necessary 
ac^justments. 

To  evaluate  the  drg  case  classification  system,  gao  used  information  on 
7.2  million  Medicare  patients  discharged  in  fiscal  year  1985.  gao  used 
data  from  the  cost  reports  of  the  4,973  hospitals  treating  these  patients 
to  develop  national  average  costs  for  each  of  the  diagnoses/procedures 
included  in  the  406  drgs  that  had  at  least  100  discharges  classified 
under  them,  gao  used  the  national  average  diaj^  loses/procedure  costs  to 
compute  each  hospital’s  “expected  cost’’  for  a  drg  or  groups  of  drgs. 


GAO  found  that  one  of  the  primary  concepts  behind  pps — that  d.igs  group 
patients  whose  treatment  is  expected  to  use  about  the  same  amount  of 
hospital  resources — was  not  being  achieved.  Rather,  the  variation  of 
expected  treatment  costs  for  the  diagnoses  and  procedures  falling  under 
certain  drgs  was  high.  Moreover,  high  and  low  expiected  treatment  cost 
cases  were  not  evenly  distributed  among  hospitals — 603  hospitals,  pri¬ 
marily  medium  and  large  urban  hospitals,  consistently  treated  patients 
with  diagnoses/procedures  in  the  high  expected  treatment  cost  range  of 
these  wide-variation  drgs,  and  2,202  hospitals,  mainly  small  urban  and 
small  rural  hospitals,  consistently  treated  patients  in  the  low  expected 
treatment  cost  range. 

Two  consequences  arise  from  the  combination  of  wide  variation  in  treat¬ 
ment  costs  within  drgs  and  the  uneven  distribution  among  hospitals  of 
low  and  high  expected  treatment  cost  cases.  First,  hospitals  are  paid  the 
same  amount  for  all  patients  falling  under  a  drg.  Therefore,  hospitals 
profit  or  lose  on  the  wide-variation  drgs  based  more  on  the  mix  of 
patients  they  treat  than  on  the  efficiency  of  their  operations.  This  is 
contrary  to  the  basic  premise  of  Pi’s  that  hospitals  should  be  rewarded 
for  efficiency.  Second,  wide  variations  in  treatment  costs  within  drgs 
give  hospitals  financial  incentives  to  seek  patients  with  diagnoses  in  the 
low  expected  treatment  cost  range  and  avoid  those  at  the  high  end.  This, 
in  turn,  could  adversely  affect  access  to  care  for  patients  with  high 
expected  treatment  costs  and/or  result  in  financial  burdens  from  inequi¬ 
table  PI’S  payments  for  hospitals  that  do  treat  such  patients. 


w. 
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Principal  Findings 


Wide  Variations  in  DRG 
Resource  Use  Exist  and 
Hospitals  Do  Not  Get  an 
Even  Mix  of  Cases 


Types  of  Hospitals  With 
High-  and  Lovv-C'ost 
Patients 


The  [M’S  payment  rate  for  a  i)i«;  is  based  on  the  average  cost  of  treating 
all  patients  falling  under  that  dkg.  In  theory,  dkgs  were  designed  to 
group  cases  with  diagnoses  and  procedures  that  take  about  the  same 
amount  of  resources  to  treat.  To  determine  how  much  variation  in  treat¬ 
ment  costs  exists  within  DK(;s,  (;ao  used  a  standard  stati.stical  technique 
that  compares  the  average  cost  under  a  dkg  to  the  actual  cost  of  each 
case  in  the  dkg.  This  analysis  showed  that  there  was  a  high  degree  of 
variation  in  148  dkgs. 

To  determine  if  the  wide  variations  identified  adversely  affected  the 
equity  of  payments  to  hospitals,  (i.to  analyzed  whether  hospitals 
received  a  mix  of  high-  and  low-cost  patients  within  dkgs  so  that  their 
costs  approximate  the  average  for  the  dk(J. 

GAO  developed  an  index  for  each  hospital  that  measured  the  hospital's 
expected  cost  per  case  relative  to  the  national  average  cost  per  case  in 
the  148  DKGS  with  the  widest  variation  in  treatment  costs.  Using  this 
index,  gao  found  that  OOS  hospitals  treated  patients  who  on  average  had 
treatments  costs  that  were  expected  to  be  from  about  5  to  50  percent 
higher  than  the  national  average  cost  for  the  wide-variation  dkgs.  For 
example,  at  one  of  these  hospitals,  100  of  the  1 12  patients  treated  in  one 
of  the  wide-variation  dkgs  had  expected  treatment  costs  that  were 
higher  than  the  national  average  treatment  cost  for  the  dkg — a  total  dif¬ 
ference  of  about  .$242,000  above  the  national  average  cost  for  the  dkg. 

Likewise,  2,202  hospitals  treated  patients  who  on  average  had  treat¬ 
ment  co.sts  that  were  exjx'cted  to  be  from  about  5  to  00  percent  lower 
than  the  national  average  cost  for  the  wide-variation  dkgs.  For  examjile, 
at  one  of  thc'se  hospitals,  02  of  the  0.‘1  patic'nts  trc'atc'd  in  one  of  the 
wide-variation  dk(;s  had  expect t'd  treatment  costs  that  were  lower  than 
the  national  axeragc'  treatment  cost  for  the  DKi; — a  total  difference  of 
about  $187,000  below  the  national  average'  cost  for  the  dkg. 


G.\()'s  analysis  showed  that  all  type's  of  hospitals  treate'd  patie'Uts  with 
lower-than-ave'rage  treatnu'nt  costs  within  th('  wide'-variat ion  dkgs,  and 
all  tyiM's  trc'ate'd  patients  with  higher-than-average'  tn'atment  costs 
within  those'  dkgs,  llowe've'r,  about  .58  pe'rce'iit  oftlie  urban  hospitals 
with  tewe'r  than  100  be'ds  and  about  72  iK'rcent  of  the'  rural  hps()itals 
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Executive  Suinmar>' 


with  fewer  than  100  beds  received  patients  who  had  expected  treatment 
costs  that  were  lower  than  the  national  average  cost  for  the  wide- 
variation  dkgs.  The  distribution  of  patients  with  expected  treatment 
costs  that  were  higher  than  average  was  less  concentrated,  but  the 
larger  urban  hospitals  were  more  likely  to  receive  such  patients  than 
were  any  other  hospital  type. 


Options  Available  to  believes  that,  overall,  the  dkg  case  classification  system  provides  a 

Reduce  DRG  Variations  basis  for  determining  hospital  payments  under  Pi’s.  However, 

adjustments  to  the  system  are  needed  to  reduce  the  amount  of  variation 
in  resource  requirements  within  many  dkgs.  This  can  be  accomplished 
by  creating  new  dkgs  for  those  diagnoses  or  procedures  that  vary  signif¬ 
icantly  in  resource  requirements  from  the  other  diagnoses  and  proce¬ 
dures  within  an  existing  dkg.  Restructuring  existing  dkgs  by 
reclassifying  selected  diagnoses  or  procedures  from  one  dkg  to  another 
would  al.so  reduce  variations  within  the  dkgs.  ik  k.'X  has  used  both  of 
these  methods  to  reduce  such  variations  in  the  past. 


Recommendations 


G.\()  recommends  that  the  Secretary  of  mis  direct  the  Administrator  of 
ii('K\  to  review  those  dkgs  that  g.\o  identified  as  having  wide  variations 
in  patient  resource  requirements  and  to  change  the  dkg  classification 
system  to  reduce  the  variations  within  these  dkgs. 


Agency  Comments 


mis  cited  its  statutory  obligation  to  review  and  adjust  the  dkg  classifica¬ 
tions  annually,  along  with  its  past  efforts  to  reduce  variations  within 
DKGS,  as  evidence  that  it  was  ali'eady  nu'eting  the  spirit  of  the  g.\<)  rec- 
ommendatitm.  misstated,  therefoiv.  that  additional  actions  weir 
unnecessar'y 

(,,\()  recognized  mis’s  statutory  obligation  (see  p.  1 1 )  and  the  pa,st  mis 
changes  to  tin'  dk<;  cla.s.sification.s  (si'c  p.  137 ),  However,  the  G.xo  analysis 
shows  that,  notwithstanding  the  mis  review  activities,  excessive  varia¬ 
tions  in  Weatment  costs  can  still  be  found  in  about  one-thii'd  of  the  dkgs. 
(.  \o  believi's  that  mis  should  I'econsider  its  jrosition  and,  as  paid  of  its 
required  I'eview  of  the  DKG  cla.ssification  systr'in,  focus  on  the  widt'- 
\  ariation  DWi.sthat  g.\o  has  idt'niified. 
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Introduction 


III  l!tK;c  t h«‘ ( 'on^n-ss  ciuKtcd  a  prospective  payment  system  (Pi’s), 
iiiuler  vcliicli  M«‘dicare  jiays  a  fixed,  pn’determined  amount  for  inpatient 
Imspiial  services  for  each  patient.  The  amount  of  the  payment  depends 
iiM  the  patient's  diaHnosis.  primary  rea-son  for  establishing  pi’s  was  to 
gi\c  hospitals  financial  incentives  to  furnish  services  more  efficiently. 

U  lule  the  former  cost  reimbursement  system  did  have  cost-containment 
features,  it  was  g«‘nerally  accepted  that  these  features,  at  best,  provided 
incentives  for  efficiency.  I  'nder  Pi’s,  hospitals  know  in  advance 
ss  l\at  they  will  be  paid  and  that  they  will  gain  a  profit  or  suffer  a  loss 
deiKuiding  on  whether  they  can  keep  costs  below  PI’S  payments.  Thus, 
hospitals  have  .St  rung  incentives  for  efficiency. 

In  establishing  pps,  the  Congress  recognized  that  the  financial  incentives 
could  result  in  adverse  effects  on  quality  of  and  access  to  care  for  Medi¬ 
care  beneficiaries.  The  Congress,  therefore,  built  into  pps  a  number  of 
safegitards,  such  as  medical  review  of  the  appropriateness  and  quality 
of  hospital  .services  and  the  periodic  review  of  the  key  elements  of  the 
system  to  assure  that  Pi’s  kept  up  with  changes  in  medical  practice  and 
costs. 

One  of  the  key  elements  to  be  reviewed  periodically  is  the  classification 
system  that  groups  cases  for  payment  purposes.  Under  Pi’s  each  Medi¬ 
care  discharge  is  assigned  to  a  group — called  a  diagnosis  related  group 
( DRti ) — based  on  the  principal  diagnosis  of,  sometimes  in  combination 
with  the  primary  procedure  performed  for,  the  patient.  Each  dkg  is  sup¬ 
posed  to  be  composed  of  diagnoses  (and  procedures)  that  are  expected 
to  consume  about  the  same  amount  of  treatment  resources.  The  payment 
rate  for  a  dkg  is  based  on  the  national  average  cost  of  treating  all  Medi¬ 
care  patients  falling  under  that  dkg. 

Becau.se  of  the  importance  of  dkgs  to  I’l’s,  the  Congress  directed  the 
Department  of  Health  and  Human  Services  (mis)  to  periodically  evaluate 
DKGS  to  assure  they  accurately  reflect  current  medical  practice  and  rela¬ 
tive  costs.  We  evaluated  the  dkg  case  classification  system  as  a  means  of 
grouping  patients  for  payment  purposes,  and  this  report  presents  the 
results  of  our  evaluation.  Specifically,  it  addresses  the  issue  of  varia¬ 
tions  in  patient  treatment  re.source  requirements  within  dkgs  and  the 
effect  of  such  variations  on  the  equity  of  Medicare  payments  to 
hospitals. 
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Chapter  1 
Introduction 


Background 


Prospective  Payment 
System 


Medicare  is  a  health  insurance  program  that  covers  most  Americans 
who  are  age  65  and  over  and  certain  individuals  under  65  who  are  dis¬ 
abled  or  have  chronic  kidney  disease.  The  program,  authorized  under 
title  XVIII  of  the  Social  Security  Act,  provides  coverage  under  two  parts. 

Part  A,  Hospital  Insurance,  which  is  financed  primarily  by  Social  Secur¬ 
ity  payroll  taxes,  covers  inpatient  hospital  services,  posthospital  care  in 
skilled  nursing  facilities,  hospice  care,  and  care  provided  in  patients’ 
homes.  In  fiscal  year  1986,  Medicare  part  A  covered  30.9  million  enroll- 
ees,  and  benefits  amounted  to  about  $48.9  billion.  About  $45.6  billion  (or 
93  percent)  of  the  part  A  expenditures  were  for  inpatient  hospital 
services. 

•  Part  B,  Supplementary  Medical  Insurance,  which  is  a  voluntary  program 
financed  by  enrollee  premiums  (25  percent  of  total  costs)  and  federal 
general  revenues,  covere  physician  .services  and  a  variety  of  other 
health  care  services,  such  as  laboratory  and  outpatient  hospital  services. 
In  fiscal  year  1986,  Medicare  part  B  covered  30.4  million  enrollees,  and 
benefits  totaled  about  $25.9  billion. 

Overall  responsibility  for  administering  Medicare  lies  with  mis.  Within 
tins,  the  Health  Care  Financing  Administration  (iiCK.x)  develops  program 
policies,  sets  standards,  and  is  responsible  for  ensuring  compliance  with 
federal  Medicare  legislation  and  regulations,  hck.-x  contracts  with  insur¬ 
ance  companies,  called  intermediaries  under  part  A  and  carriers  under 
part  B,  to  process  and  pay  claims  for  covered  Medicare  services. 


From  its  beginning  on  July  1,  196(),  the  Medicare  program  paid  hospitals 
retrospectively  for  their  reasonable  costs  of  providing  covered  services 
to  beneficiaries.  However,  concerned  about  growing  health  care  costs, 
the  Congress  established  a  Medicare  ]’i>s  for  ho.spitals  in  the  Social  S(H'ur- 
ity  Amendments  of  1983  (Public  Law  98-21 ).  In  contrast  to  the  cost 
reimbursement  system  that  it  replaced,  I’i’s  established  predetermined 
payment  rates  for  hospital  services.  i'i>s  covers  hospital  operating 
costs — routine,  ancillary,  and  intensive  care  inpatient  services. 

I'nder  I’i’s  the  amount  a  hospital  receives  for  its  operating  costs  is  deter¬ 
mined  by  the  nw;  into  which  the  patient  is  cla.ssified.  Hach  nH(i  is  a  set  of 
diagnoses  and/or  procedures  coded  in  accordant’  with  the  International 
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Classification  of  Diseases,  9th  Edition,  Clinical  Modification  (icd-9-c'm). 
Currently,  there  are  473  dkgs,  which  are  of  two  basic  types — surgical 
and  medical.  Surgical  dkgs  are  those  in  which  an  operating  rotjm  proce¬ 
dure  is  performed.  Patients  are  classified  into  the  surgical  dkgs  based  on 
their  principal  diagnosis  and  the  primary  operating  room  procedure  per¬ 
formed.  Medical  dkgs  are  those  requiring  no  operating  room  procedure, 
and  patients  are  classified  into  these  dkgs  ba.sed  on  their  principal 
diagnosis. 

A  hospital  receives  payment  for  treating  a  Medicare  patient  by  prepar¬ 
ing  a  Medicare  claim  and  forwarding  it  to  the  intermediary.  The  claim 
includes  the  icd-9<'.m  codes  for  the  patient's  principal  diagnosis,  second¬ 
ary  diagnoses,  and  any  operating  room  procedures  performed.  Based  on 
these  codes,  the  patient  is  classified  into  a  dkg. 

Tw'o  factors  determine  the  hospital  payment — the  “weight"  of  the  dkg 
into  w'hich  the  patient  was  classified  and  the  standard  payment  amount 
for  the  discharging  hospital.  The  weight  for  a  given  dkg  represents  the 
national  average  resources  required  to  care  for  Medicare  patients  in  that 
DKG  relative  to  the  national  average  re.sources  required  to  treat  all  Medi¬ 
care  patients.  Thus,  a  patient  in  a  DK(i  with  a  weight  of  2.('  is  expected  to 
require  about  twice  the  amount  of  hospital  resources  to  treat  as  an  aver¬ 
age  Medican*  patient.  The  dkg  rate  is  multiplied  by  the  discharging  hos¬ 
pital’s  standard  payment  amount,  which  is  the  national  averagi'  cost  of 
treating  a  .Medicare  patient  adjusted  to  reflect  wage  rates  in  tlu*  hospi¬ 
tal's  area  and  whi'ther  it  is  located  in  an  urban  or  rural  area.  The  l'l^ 
payment  determined  in  this  manner  is  adjusted  uj)ward  for  teacliing 
hospitals  and  for  hospitals  that  tn'at  a  disproponionate  share  of  low  - 
income  patients. 

The  PI’S  payment  process  can  be  illustrated  by  a  Medicare  patient  who  is 
discharged  from  a  hospital  after  being  treati'd  for  viral  pneumonia  with¬ 
out  having  any  complicating  conditions.  The  hospital's  claim  for  this 
patient  could  show  an  icD'icM  diagnosis  code  48(19.  and  basc'd  on  this 
code,  the  |)atient  would  be  classified  into  dkg  90  with  other  simple  pneu¬ 
monia  and  pleurisy  ca.ses.  If  the  discharging  hosiiital's  standard  pay¬ 
ment  amount  were -SB.OOO.  this  amount  would  be  multiplied  by  the 
weight  for  dkg  90 — 0.89(11  in  fiscal  yasir  1988 — to  arrive  at  a  payment 
of  $2.(188.30.  If  the  jiatient  had  a  complicating  condition  such  as  dialx'- 
tes  (and  therefore  was  more  costly  to  treat  on  a\cragel.  the  discharge 
would  be  classified  into  dkg  89 — simple  imeumonia  and  iileurisy  ca.si’s 
with  complicating  comlit ions,  dkg  89  has  a  higher  wi'ight  — 1.28(12  in  fis¬ 
cal  year  1988 — and  the  hospital  would  he  jiaid  $3.8.g8.(10. 
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When  was  developtni,  it  was  recognized  that  there  would  be  varia¬ 
tions  in  the  treatment  costs  among  patienLs  falling  under  a  drc..  That  is. 
there  could  be  variations  in  treatment  costs  among  the  different  diagno- 
.ses  and/or  procedures  in  a  given  nwi.  as  well  as  among  individual 
patients  with  the  same  diagnosis  within  a  given  dkg.  It  was  expected, 
however,  that  hospitals  would  treat  enough  patients  .so  that  overall, 
across  all  dhgs,  losses  on  high-cost  patients  would  be  offset  by  profits  on 
low-cost  ones  and  that  an  efficient  hospital  would  recover  at  least  its 
full  costs  of  treating  Mtxlicare  patients. 

However,  if  there  are  wide  variations  in  resource  utilization  for  differ¬ 
ent  diagnoses/procedures  in  a  dkg  and  if  hospitals  do  not  receive  an 
equal  distribution  of  patients  with  above-  and  below-average  resource 
requirements  within  that  dkg,  hospitals  can  profit  or  lose  regardless  of 
their  level  of  efficiency. 


DRG  Review 
Responsibilities 


In  establishing  Pi's,  the  Congress  recognized  that,  because  of  changing 
medical  technology,  refinements  to  the  dkgs  would  be  necessary  to 
en.sure  that  they  continue  to  group  patients  with  similar  medical  condi¬ 
tions  and  resource  requirements.  The  i>i>s  legislation  (Public  Law  98-2 1 ) 
required  nc'K.\  to  review  the  dkg  classification  system  and  to  make  neces¬ 
sary  adjustments  in  fiscal  year  1 986  and  at  least  every  4  years  thereaf¬ 
ter.  The  Omnibus  Hudget  Reconciliation  Act  of  1986  (Public  Law  99-509) 
required  that  beginning  in  fiscal  year  1988.  the  dkg  classifications  and 
weights  be  reviewed  and  adjusted  annually. 

In  carrying  out  this  re.si)onsibility,  ucka  is  required  to  publish  annual 
notices  setting  forth  the  methixlology  and  data  used  to  determine  the 


DKCi  rates  and  publish  notices  stating  proix)sed  and  finalized  changes  in 
the  DKGS  and  Diw;  weights.  Through  the  first  3  years  of  i’i>s,  nct'A  made  a 
number  of  changes  to  Pi’s  that  involved  creating  new  dkgs  or  restructur¬ 
ing  existing  ones  by  shifting  poKcdures/diagnoses  from  one  dkg  to 
another.  Examples  of  some  of  the  more  significant  changes  are  listed  in 
appc'ndix  III. 


The  PI’S  legislation  also  established  the  Prospective  Payment  Assessment 
C’ommission  ( Pn.p.Ac)  to  consult  with  and  make  recommendations  to  hcf.\ 
concerning  the  need  for  adjusting  the  DKCis.  i’roP.\('  is  responsible  for  col¬ 
lecting  and  a.ssessing  information  on  medical  and  surgical  procedures 
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Objectives,  Scope,  and 
Methodology 


and  services  and  for  recommending  changes  to  the  structure  and 
weights  of  existing  dkus  and  the  creation  of  new  nutis.  In  1985  and  198(5. 
PioPAC  made  13  recommendations  encompassing  25  dhcjs.  ik  fa  made  six 
of  the  recommended  changes  and  rejected  the  other  seven. 


Because  the  DUC  classification  system  is  the  basis  for  Pi>s  payments  to 
hospitals,  we  wanted  to  determine  the  extent  of  variations  in  treatment 
resource  requirements  among  patients  classified  into  the  individual  t)HGs 
and  whether  the  level  of  variations  affected  the  equity  of  payments 
among  hospitals.  Specifically,  our  objectives  were  to  ( I )  mea.sure  the 
variations  in  the  level  of  resources  required  to  treat  patients  within  each 
of  the  DHGs  and  identify  any  dkgs  with  wide  variations  in  resource 
requirements,  (2)  determine  if  hospitals  get  an  equal  mix  of  high-  and 
low-cost  patients  in  dkgs  where  wide  variations  exist,  and  (3)  determine 
if  hospital  characteristics,  such  as  bed  size  and  urban  or  rural  location, 
help  determine  whether  a  hospital  receives  patients  with  higher-  or 
lower-than-average  treatment  costs  within  the  DKtis. 


To  accomplish  our  review  objectives,  we  used  five  ik  fa  computerized 
files: 


The  1985  Medicare  Patient  Bill  File,  which  contained  8.8  million  claims 
submitted  by  5,272  hospitals  for  payment  for  the  year  ended  September 
30,  1985. 

The  Hospital  Cost  Kepoit  File,  which  contained  reports  for  the  hospitals' 
cost  reporting  period  beginning  after  October  1 ,  1983,  and  before  Octo¬ 
ber  1,  1984  (this  file  contained  7,953  cost  rejiorts  that  had  been  revised 
or  updated  through  June  24.  198(5). 

Three  additional  ik  fa  files  that  contained  hospital-specific  information, 
such  as  wage  indexes,  number  of  interns  and  residents,  and  number  of 
beds. 


Before  using  the  Patient  Bill  f'ile,  we  deleted  all  claims  identified  on  the 
file  as  being  “outliers"'  because  such  cases  are  atypical  and  thus  could 
distort  our  measurement  of  variation  within  the  dkgs.  We  also  edited  the 
Cost  Report  File  to  delete  hospitals  with  missing  or  questionable  data. 
Further,  we  deleted  all  hospitals  from  the  file  that  wen'  located  in  the 
four  states  where  hospitals  were  not  paid  under  FI’S  in  fiscal  yi'ar 
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1985 — New  York,  New  Jersey ,  Miissaehusetts.  and  Maryland.'  We 
merged  the  edited  Patient  Bill  and  Cost  Report  Files,  resulting  in  a  file  of 
4,973  hospitals  that  submitted  about  7.2  million  claims  for  I'l-s  payment. 

To  measure  the  variation  in  re.source  requirements  within  the  nittis.  we 
first  eliminated  all  Dutis  with  fewer  than  100  discharges  in  fiscal  year 
1985.  This  resulted  in  400  hues  remaining  for  analysis.  We  then  stan¬ 
dardized  the  charges  on  each  remaining  claim  by  adjusting  the  charges 
for  differences  in  wage  levels  and  teaching  status.  We  used  the  stan¬ 
dardized  charges  for  each  claim  to  compute  a  coefficient  of  \  ariation  for 
each  l)U(;.  (See  p,  10.)  For  further  analysis,  we  also  determined  the 
national  average  standardizt'd  charge  for  each  diagnosis  procedure  in 
each  huc  and  the  degree  to  which  each  varies  from  the  hue;  mean. 

To  determine  if  some  hospitals  consistently  treat  patients  with  higher  or 
lower  resource  requirements  in  the  wide-variation  Puus,  we  develofX'd 
an  index  for  each  of  the  4,973  hospitals.  This  (;.\o  index  measures  the 
degree  to  which  patient  treatment  costs  within  a  Diu;  or  group  of  DUiis 
vary  from  the  mean  for  the  DUU  or  group,  (See  pp.  21-23. ) 

The  (i.\o  index  was  developed  using  hospital  costs  rather  than  charges. 
Wt'  converted  the  charges  on  each  of  the  7.2  million  .Medicare  claims  to 
costs  using  hospital-stx'cific  cost-to-charge  ratios  for  the  hospital  ancil¬ 
lary  departments.  These  ratios  were  computed  using  the  costs  for  each 
of  these  departments  as  reported  on  the  cost  report,  less  the  direct  medi¬ 
cal  education  and  capital-related  costs.  We  also  used  the  cost  report  to 
compute  per-da\'  rates  for  routine  care,  coronary  care,  and  intensi\  e 
care.  Because  the  per-day  rates  were  developed  using  cost  report  data 
for  years  starting  on  or  after  October  1 .  1983,  and  before  October  1 . 
1984.  they  were  increas<‘d  by  (>.24  percent — the  fiscal  yi-ar  1985  change 
in  IK  F.\  s  hospital  market  basket  index,  which  is  designed  to  nx'asure 
changes  in  the  prices  hosjiitals  pay  for  goods  and  scr\  ices. 

The  principal  sources  of  the  automat I'd  data  used  in  our  analysis  were 
the  Medicare  intermediaries'  bill  processing  and  payment  systems, 
which  are  subject  to  ik  kx  reviews  and  exiUi\in;itions.  ik  f.\  relies  on  the 
data  obttuued  from  these  systems  as  ('vidmict'  of  .Mt'dicare-covered  ser 
\  ices  and  expenditures  and  uses  this  inhaination  to  support  its  manage 
men!  and  budgetary  decisions.  Thus,  we  did  not  indejiendent  1>  e\  aluate 


'  I'iifv  ;i(|  w.iivcrs,  hnm  IN'S  nt  I  hos*-  si.if'  -'  \M  r»  o-  Ko-i-  tlo  o 

Mrtilu  .in  -  In -It  'U  u  li.tt  1  lu-\  U'  uo.li  t  ri*^  In  I  i-h.  ,tl  ^  (u  ix,  1 1  -s  .nii  ‘ 

\c\v  >  ork  lutspif.iK  U-e.iii  i>.irii>  ii'.t’ini:  in  ('(*^ 


(i  \<  I  HRI  >  HH  1 )  hK<  I  \  arii«t  inns  (  ans»*  ln«‘4]nM  ins 


Chapter  1 
Introduction 


the  internal  controls  over  or  reliability  of  the  Medicare  intermediary 
automated  systems.  Except  for  this  limitation,  our  work,  which  was 
done  from  July  1985  to  October  1987,  was  performed  in  accordance 
with  generally  accepted  government  auditing  standards. 

We  requested  and  received  hhs  comments  on  a  draft  of  this  report  (see 
app.  IV).  Our  responses  to  uhs’s  major  comments  are  shown  on  pages  36- 
38;  our  analysis  of  specific  points  made  by  hhs  is  contained  in  appendix 
IV  (see  pp.  52-54). 
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DRGs — Wide  Variations  in  Resource 
Requirements  Affect  Payment  Equity 


A  primary  goal  of  Pi’s  is  equitable  payments  to  the  hospitals  that  treat 
Medicare  beneficiaries.  Payment  equity  means  that  different  hospitals 
should  be  paid  a  comparable,  predt'tt'i  mined  rate  for  like  (  a.ses  To 
achieve  this  goal,  it  is  important  that  the  owe.  (  its*-  ela.ssifii  ation  system 
accurately  group  patients  with  similar  resource  rt‘quirements  We  found, 
however,  that  there  are  wide  variations  ir.  •'“  "me:',!  •“‘  c.arce  n'quire- 
ments  in  148  (about  3(1  percent )  of  the  4()»)  uw.s  reviewed  The  wide 
variations  exist  because  the  diagnosi's  and  priK-edures  groiijM'd  under 
the  individual  dkgs  required  substantially  difh'ient  resounes  for 
treatment. 


Variations  in  resource  requirements  within  a  Dw;  are  not  ni'ces.sarily  a 
problem  if  hospitals  treat  an  equal  mi.x  of  patii'nts  with  high  and  low- 
resource  requirements  within  the  dkg — that  is,  if  each  hosjatal  s  aver¬ 
age  resource  requirements  for  all  patients  treated  within  the  dkg 
approximate  the  national  average  resource  requirements  for  that  DKti. 
We  found,  however,  that  “averaging"  is  not  working  in  the  dkgs  with 
wide  variations  in  resource  requirements.  Certain  hospitals  consistently 
treat  patients  with  higher-than-average  resource  requirements,  while 
others  consistently  treat  patients  with  lower-than-average  require¬ 
ments.  As  a  result,  hospitals  are  penalized  or  rewarded  based  on  the 
types  of  patients  they  receive  rather  than  by  factors  related  to 
efficiency. 


Patient  Resource 
Requirements  Vary 
Widely  Within  Many 
DRGs 


Medicare  pps  is  a  hospital  payment  system  based  on  “averaging” — that 
is,  a  hospital  is  paid  based  on  the  average  resources  required  to  treat 
certain  conditions  or  diagnoses  nationally  rather  than  for  the  resources 
required  to  treat  a  specific  patient.  For  pps  to  work  as  intended,  it  is 
essential  that  the  dkgs  group  patients  who  have  similar  treatment 
resource  requirements.  In  that  way,  hospitals  will  be  paid  comparable 
amounts  for  the  care  of  like  cases,  and  the  payments  will  be  closely 
related  to  the  resources  necessary  to  treat  each  type  of  patient. 


To  evaluate  the  accuracy  of  the  dkg  cla.ssification  system  in  grouping 
like  patients,  we  measured  the  variations  in  resources  required  to  treat 
patients  within  the  406  dkgs  that  had  at  least  100  discharges'  in  1985. 


'Onr  IhrcshdUi  of  KM)  dischaiges  (x-r  DKG  is  mon-  donserN  alive  than  the  lO-disehai'tte-ix'i-DKti  mini 
mum  tiwd  by  l«'KA  in  dstablishing  the  DKG  vv<’if;hts  for  fiseal  .year  19Sti.  We  Ix'lieve.  however,  that 
the  hinher  threshold  is  appropriate  for  our  analysis  Ix'eause  it  provides  a  more  siihstantial  l)a.se  for 
measiiniiM  variations  in  resoiiree  ixxniirenienls  within  the  DKGs 
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Using  patient  charges  as  a  measure  of  resource  requirements,  we  com¬ 
puted  the  coefficient  of  variation  for  each  dhg.- 


The  coefficient  of  variation  is  a  relative  measure  of  variability  that  is 
equal  to  the  standard  deviation  ‘  divided  by  the  mean.  Typically,  this 
ratio  is  multiplied  by  100  and  expressed  as  a  percentage — that  is,  the 
standard  deviation  as  a  percentage  of  the  mean.  For  example,  a  DFtG  with 
a  mean  patient  charge  of  $5,000  and  a  standard  deviation  of  $2,500 
would  have  a  coefficient  of  variation  of  50  percent. 


The  DRGS  reviewed  had  coefficients  of  variation  ranging  from  31.7  to 
217.6  percent,  with  66  drgs  having  ones  of  100  percent  or  greater  and 
24  DRGS  having  ones  of  50  percent  or  less.  The  distribution  of  the  406 
DRGs  reviewed,  by  coefficient  of  variation,  is  shown  in  table  2.1. 


Table  2.1:  Coefficient  of  Variation  for 
ORGs  Reviewed 


Number  of  patients  in  millions 

Number  of 

Percent  of 

Number  of 

Percent  of 

Coefficient  of  variation 

ORGs 

DRGs 

patients 

patients 

100  or  greater 

66 

163 

0,7 

96 

50-99 

316 

77  8 

6.1 

84  7 

Less  than  50 

24 

5.9 

04 

57 

Total 

406 

100.0 

7.2 

100.0 

Source  GAO  analysis  of  fiscal  year  1985  PalienI  Bill  File 


In  general,  a  coefficient  of  variation  of  50  percent  or  less  suggests  that 
there  was  only  moderate  variation  in  the  standardized  charges  for  the 
patients  classified  into  the  drg.  For  example,  drg.  39-a  surgical  drc;  for 
eye  diseases  and  disorders — had  a  coefficient  of  variation  of  31 .7  per¬ 
cent  (a  mean  standardized  charge  of  $2,328  and  a  standard  deviation  of 
$739).  Our  data  base  contained  bills  for  92,087  patients  who  were  classi¬ 
fied  into  this  drg  in  fi.scal  year  1985.  These  patients  were  treated  with  I 
of  25  different  surgical  eye  procedures,  ranging  from  the  removal  of  a 
foreign  body  from  the  lens  to  a  lens  extraction.  An  analysis  of  the  stan¬ 
dardized  chtirges  for  these  proct'dures  showi'd  that  the  19  most  frt'- 
quently  performed  proct'dures — represt'uting  about  97  percent  of  the 
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patients  classif  ied  into  drg  39 — had  mean  standardized  charges  ranging 
from  $2,009  to  $2,499,  a  relatively  narrow  spread  of  $490, 

In  contrast,  a  coefficient  of  variation  of  100  percent  indicates  wide  vari¬ 
ation  in  re.source  requirements  to  treat  the  patients  within  the  nw;.  For 
example,  drg  442 — a  surgical  DRt;  for  injuries  to  one  of  several  body  sys¬ 
tems — had  a  coefficient  of  variation  of  about  100  percent,  with  a  mean 
standardized  charge  of  $0,040  and  a  standard  deviation  of  $0,017.  Ovir 
data  base  contained  bills  for  20,730  patients  who  were  classified  into 
DRG  442  in  fiscal  year  1985.  These  patients  were  treated  w'ith  1  of  781 
different  operating  room  procedures,  ranging  from  eye  repairs  to  brain 
surgery.  Because  of  the  wide  spectrum  of  procedures  included  in  this 
DRG,  the  mean  standardized  charges  for  these  procedures  varied  widely, 
ranging  from  $549  to  repair  a  detached  retina  using  a  laser  (one  patient  ) 
to  $70,380  for  the  partial  removal  of  the  esophagus  (three  patients).  Six 
hundred  and  eighty-three  procedures,  representing  about  98  pt'rcent  of 
the  patients  classified  into  drg  442,  had  mean  standardized  charges 
ranging  from  $1,012  to  $1 1,948 — a  relatively  wide  spread  of  $10,936. 

The  expected  normal  distribution  of  charges  for  the  procedures  per¬ 
formed  in  DRG  39  and  drg  442  are  shown  in  figure  2. 1 ,  illustrating  the 
difference  between  a  drg  with  a  relatively  low  coefficient  of  variation 
and  one  with  a  relatively  high  coefficient  of  variation. 


Hospitals  Do  Not  Have 
an  Equal  Mix  of  High- 
and  Low-Cost  Cases 


Variation  in  patient  resource  requirements  within  a  dri:  is  not  necessa¬ 
rily  a  problem  in  itself.  The  problem  occurs  when  there  is  wide  variation 
within  a  drg  and  the  di.stribution  of  patients  across  hospitals  is  such 
that  some  hospitals  have  a  concentration  of  the  high-cost  i)atients  in 
that  drg  while  others  have  a  concentration  of  low-cost  patients.  U’e 
found  this  to  be  the  case — 603  hospitals  (generally  medium  to  large 
urban)  consistently  treated  patients  with  higher-than-average  resource 
requirements  in  the  wide-variation  drgs,  while  2,202  hospitals  (gener¬ 
ally  small  urban  and  small  niral)  consistently  treated  patients  with 
lower-than-average  requirements. 


Hospital  Patient  Mix — An  Wide  variation  within  a  drg  means  that  the  hospital  resources  requirt'd 

Important  Factor  Under  treat  any  given  patient  could  be  either  significantly  higher  or  lower 

ppg  than  the  national  average  resource  requirements  for  the  drg.  and  thus 

there  is  likely  to  be  a  disparity  bt'twt'en  treatment  ri'source  rt'quin'- 
ments  and  I’cs  payment  on  an  individual  ca.se  basis.  This  is  n(»i  a  prob¬ 
lem  if,  overall,  hospitals  treat  an  ('qual  mix  of  patients  with  high  and 


Page  17 


<iAO  IIRI)-KH-U  I)K(t  \  artalions  <  atiM^ 


/"■•I 

v.'.-i 


m 


Figure  2.1:  Expected  Normal  Distribution 
of  Procedure  Charges  for  ORG  39  and 

DRG  442  (Fiscal  Year  1985) 
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low  rcsouixo  requirements  within  the  inti.  so  that  their  avi'iage  resouree 
reciuiri'iuents  Cor  all  patients  in  the  iiK(.  approximati'  the  national  a\er- 
aj’e  for  that  niti..  For  I'xample,  m  fiscal  year  IfiSr)  oiu'  hospital  treated  ">7 
patients  who  wi're  classified  into  iii«.  4-42 — a  nuo  with  wide  variation  in 
resource  requirements.  Tlu'  national  tiieati  standardized  chaiyjes  for  the 
!iK(.  442  oiH'fatiufl  room  procedures  used  hy  that  hospital  ranged  from 
S2.()7H  to  $1  1  .Htit).  with  a  weighted  act'i  a^e  of  •'sr),S47  for  all  i»rocedures 
lierformed  'fins  closelc  ai»proximated  the  national  averaiie  resoun  e 
re«.)uirem<“nt  of  $(>.tt4t')  lor  the  OKi, 

llowecer.  when  there  is  wide  variation  w  ithin  a  nu'i.  a  hospital  could  itet 
a  concent  rat  loll  of  patients  with  treatment  resoiirr  f  requirements  that 
are  either  higher  or  lower  than  the  national  a\ era^e  for  the  oci ,  For 
exami>lc.  another  hoNpital  treated  !<7  pata  nts  w  lio  were  classified  into 


I'ax.'  IS 


( •  \<  f  >  HH  II  I  )K<  t  \  aruii  if  fit’s  (  ansi-  I  ifs 


Measuring  Hospital 
Resource  Requirements  in 
Wide-V^ariation  DRGs 


C  hapter  2 

DRGs — Wide  Variations  in  Resource 
Requirements  Affect  Payment  Equity 


transfer  or  avoid  some  patients  while  selectively  recruiting  others.  Such 
incentives  could  disrupt  the  health  care  system  and  create  barriers  to 
some  Medicare  bt'neficiaries. 

Others  have  expressed  similar  concerns.  One  group  of  authors  knowl¬ 
edgeable  about  Medicare  i’l>s  wrote  the  follow  ing; 

“Assuming  both  efficient  practice  and  a  well-cho.sen  DUG  price,  these  patients'  costs 
should  vary  moderately  around  the  (DUG  payment  I  price  w  ithout  a  strong  skew 
toward  eitlier  high  or  low  costs.  Some  variation  in  cost  within  a  DKG  is  not  a  cause 
for  concern:  variation  only  becomes  a  problem  when  it  is  both  systematic  and  a 
function  of  identifiable  patient  attributes.  If  certain  identifiable  types  of  patients 
tend  to  cost  either  more  or  less  than  the  DKG  specific  price,  then  there  is  a  risk  that 
hospitals  will  begin  to  select  for  the  low-cost  group  and  against  the  high-cost 


We  attempted  to  determine  if  certain  hospitals  receive  patients  whose 
treatment  resource  requirements  are  consistently  higher  or  lower  than 
the  national  average  for  the  wide-variation  dkgs.  To  do  this,  it  was  nec¬ 
essary  to  measure  each  hospital’s  expiected  average  cost  per  case  for  the 
wide-variation  dkgs  relative  to  the  national  average  cost  of  treating  all 
Medicare  patients  in  these  dkgs. 

We  first  considered  using  iicfa’s  case-mix  index  (CMi),  which  is  a  relative 
measure  of  the  costliness  of  the  patients  treated  at  a  given  hospital. 
However,  we  found  this  index  was  not  suitable  for  our  purposes  because 
of  the  way  iicka  determines  each  hospital's  expected  average  treatment 
cost  In  computing  the  CMi,  a  hospital’s  expected  average  cost'  is  deter¬ 
mined  by  multiplying  the  proportion  of  a  hospital’s  total  caseload  in 
each  DH(.  by  the  national  average  cost'  for  that  dkg  and  summing  the 
results  for  till  th(‘  dkgs.  The  hospital’s  expc'cted  average  cost  obtained  in 
this  manner  is  then  divided  by  the  national  average  cost  of  treating  all 
Medicare  cases  to  arrive  at  th*'  hospital  cMl. 


‘Hfit'n  L  SrnUs.  UoUTt  H  Kriirr,  aiul  I^iuronct*  K  Mt'MiHimi.  .Ir  ,  ’X  analioit  \i\  I  m'  Wit  fun 

J  hagn<>*'is  ( »rou|»s  I’Im-  S'xrniy  Issue."  Heal!  It  (  arr  Kinam  ing  Ke\  levv  i  IHH 1  .\niuiai  Supple 

meni  V  pp  71  7H 

It  IS  Mn^xtrlatil  tn  note  that  a  htripital’s  "exixs  ieil  .iverage  i osi"  is  nut  the  same  ii-s  a  Imspital's 
"aelual  average  e«?st  I'lie  evins  lisi  average  eosi  for  eai  h  htt-spilal  <  ;ls<'  is  the  national  average  e»>sl 
for  e;u  h  tfiagnosis  pnM  «‘<Uire  Then’t'ore,  we  maintain  an  eltb  ien<  y  ta«’lor  in  onr  analyses  similar  to 
PI'S's  anO  are  not  eonipanng  a  iMispital's  aetnal  et>sts  to  it.s  Medn  are  pa>  ments 

'  HCF.X  nsi's  siatuhinli/tsl  i  harges  rather  than  ettst.  as  a  measure  i>t  hospital  resonrt  e 

rtsjuirements 
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By  using  the  national  average  cost  of  the  dkgs  as  a  basis  for  computing 
this  index,  ucfa  in  effect  is  assuming  that  all  patients  within  a  drg  have 
the  same  resource  requirements.  Thus,  the  CMi  is  actually  measuring  the 
relative  costliness  of  the  dkgs  assigned  to  a  hospital’s  cases  rather  than 
the  relative  costliness  of  patients  treated  within  the  dkgs — the  condition 
that  we  were  trying  to  measure. 

Therefore,  for  analysis  purposes  we  developed  our  own  index  to  iden¬ 
tify  hospitals  that  treat  patients  with  higher  or  lower  resource  require¬ 
ments  in  the  wide-variation  dkgs.  Using  the  icd-9-cm  codes,  we  grouped 
patients  by  principal  diagnosis  (for  the  medical  dkgs)  or  primary  operat¬ 
ing  room  procedure  performed  (for  the  surgical  dkgs).'  Next,  we 
( 1 )  determined  the  national  mean  cosU  for  each  principal  diagnosis  and 
for  each  primary  operating  room  procedure,  (2)  determined  the  percent¬ 
age  of  a  hospital’s  total  Medicare  caseload  that  each  diagnosis/proce¬ 
dure  represented,  (3)  multiplied  that  percentage  by  the  national  mean 
diagnosis/procedure  cost,  (4)  summed  the  results  to  get  the  hospital’s 
expected  average  cost  per  Medicare  case,  and  (5)  divided  the  hospital's 
expected  average  cost  by  the  national  average  cost  of  treating  all  Medi¬ 
care  patients  in  the  group  of  dkgs  being  analyzed  to  get  a  hospital’s 
index. 

An  example  of  the  computation  of  the  hcfa  cmi,  the  gao  index,  and  the 
difference  between  the  two  is  shown  in  table  2.2.  The  computations  are 
based  on  the  following  hypothetical  information: 

•  In  1985,  a  hospital  treated  only  two  Medicare  patients,  both  in  drg  “x”. 
drg  "x”  is  a  surgical  dkg  with  operating  room  procedures  ranging  in  cost 
from  $2,000  to  $8,000  and  a  national  average  cost  for  the  drg  of  $4,000. 

•  The  hospital  treated  the  first  patient  with  an  operating  rt)om  procedure 
( iri)  9-CM  code  "1234”)  that  had  a  national  average  cost  of  $8,000;  the 
second  patient  was  treated  with  an  operating  room  procedure  (irD-9-CM 
code  ”1235’’)  that  had  a  national  average  cost  of  $6,000. 

•  The  average  cost  of  all  Medicare  patients  treated  nationally  was  $5,000. 


'  patiunUs  an*  finmjHHl  into  Ww  DKGs  biisi'd  on  tlu*  prinuipal  (iiajinosis  or  primary  oixTating 

HHim  pnK  txiuru.  wo  won*  in  offoot  hn*aking  tho  I)K(»s  down  Into  thoir  uomfxmonts 

Ih‘(u’vo  that  hospital  costs.  ratluM*  than  char>j(‘s.  arc  a  tx’ttc'r  measure  of  rtNtmrtx'  rtxinirements 
\V(‘  thi‘ref(»re  conveited  bill  charge's  to  costs  usin^  hospilal-s|X‘cilic  eost-lo-cliarge  ratios  developt'd 
from  the  luispilal  cost  reports.  We  standardizt'd  tlie  ctists  to  af^jnst  for  dlffer(’nc(*s  due  to  wage  levels 
and  teaching  intensity 
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Table  2.2:  Example  of  Difference  in  Computation  of  HCFA’s  CMI  and  GAO  Index 


A.S  shown  in  the  table,  using  the  CMi  methodology  results  in  an  index  of 
0.80,  indicating  that  the  hospital's  Medicare  patients  had  an  expected 
average  treatment  cost  that  was  about  20  percent  lower  than  the 
national  average  treatment  cost  for  all  Medicare  patients.  However,  the 
expected  costs  for  the  two  patients  treated  by  this  hypothetical  hospital 
were  about  40  pc'rcent  higher  than  the  national  average,  as  indicated  by 
the  G.AO  index  of  1 .40.  The  difference  between  the  two  indexes  is  dis- 
cu.s.sed  further  on  pages  24-29. 


Because  we  were  primarily  interested  in  hospital  expected  treatment 
costs  in  the  w'ide-variation  dkgs,  we  first  divided  the  400  dkgs  in  our 
data  ba,se  into  three  groups  with  varying  amounts  of  variation  in 
resource  requirements — 148  DKtJs  with  coefficients  of  \  ariation  ranging 
from  90  to  217.0,  139  dkgs  with  coefficients  from  72  to  89.9,  and  1 19 
DKGS  with  coefficients  from  31  to  71 .9.  VVe  divided  the  dkgs  in  this  man¬ 
ner  so  that  each  grouping  would  have  enough  discharges  to  help  ensure 
a  meaningful  analysis.  Table  2.3  shows  the  range  of  variation,  the 
number  of  dr(;.s,  and  the  number  of  discharges  for  eac  h  of  the  three 
groups. 


Table  2.3:  Three  Groups  of  DRGs 
Analyzed 


Number  of  discharges  in  millions 

Group 

Range  of  variation 

Number  of 
DRGs 

Number  of 
discharges 

Percent  of 
discharges 

A 

90  0  217  6 

148 

2  1 

29  6 

B 

72  0  89  9 

139 

30 

42  3 

C 

31  0  71  9 

1 19 

20 

28  1 
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CMI: 

DRG  X 

Cases 

2 

Proportion  of 
Medicare 
caseload  x 

100% 

National  average 
cost — DRG  = 

$4,000 

Hospital 

expected 

cost 

$4,000 

National  average 
cost — all 

s-  Medicare  cases  = 

$5,000 

CMI 

80 

5 

Proportion  of 

Hospital 

National  average 

X*J 

Medicare 

National  average 

expected 

cost — all 

GAO 

GAO  Index: 

Cases 

caseload  x 

cost — procedure  = 

cost 

Medicare  cases  = 

index 

re 

Procedure  '1234 

1 

50% 

$8,000 

$4  000 

Procedure  1235 

1 

50% 

6.000 

3,000 

$7  000 

$5  000 

1  40 

V 

V 


a 
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Table  2.4:  Hospital  Indexes  for  148  Wide- 
Variation  DRGs 
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We  then  computed  an  overall  ctAo  index  for  each  hospital  for  the  group 
of  148  DKGS  with  the  greatest  variation  to  determine  if  certain  hospitals 
consistently  treat  patients  with  higher-  or  lower-than-averag<'  r<“source 
requirements  in  those  dkgs.  We  found  that  2.11)4  hosj)itals  (about  44 
percent  of  those  analyzed)  had  an  index  that  fell  within  a  range  of  from 
0.95  to  1.05  for  this  group  of  DKGs.  This  means  that  patients  treated  by 
these  hospitals  in  the  widt'-variation  dkgs  had  an  ex[K‘ct(‘d  average  cost 
that  was  within  5  percent  ( plus  or  minus)  of  the  national  average  treat¬ 
ment  cost  for  all  patients  in  this  grouj)  of  DK(;s.  suggesting  that  they 
treated  a  relatively  equal  mix  of  patients  with  high  and  low  treatment 
costs  within  these  DKGS. 

On  the  other  hand,  however,  2,202  hospitals  had  an  index  that  fell 
within  a  range  of  from  0.40970  to  0.94994.  suggesting  that  the  i)atients 
treated  by  these  hospitals  in  the  wide- variation  dk(;s  had  an  expected 
average  treatment  co.st  that  vva.s  from  about  5  to  00  percent  lower  than 
the  national  average  for  the  wide-variation  t)K(;s,  Likewise.  005  hospitals 
had  an  index  that  shows  that  they  treated  patients  with  an  expected 
average  treatment  cost  that  was  from  about  5  to  50  pru'cent  higher  than 
the  national  average  for  the.se  I'lajs,  Thus,  our  analysis  indicab's  that  a 
significant  number  of  hospitals  treated  patients  in  the  wide-variation 
DKGS  who  had  treatment  costs  that  were  expected  to  be  consistent  1\- 
higher  or  lower  than  the  national  average  for  these  DKcis.  TIh'  range  of 
(i.xo  indexes  for  the  wide-variation  DWis  for  the  bosj)itals  analyzed  is 
shown  in  table  2.4. 


GAO  index 

Number  of 
hospitals 

Percent  of 
hospitals 

0  40970  to  0  94994 

2  2C2 

0  95000  to  1  05000 

2  164 

“1  7 

1  05001  to  1  49221 

6C’3 

Total 

4,969“ 

99.9“ 

Variation  and  F’atient  Mix 
Afft'ct  I’aymonl  P^qnily 


vSoufCe  v.iAO  dndi,-s.'s .ca^  Pa?;'’’'!!  H';' f  •b 


Because  hospital  payments  under  I'l^  arc  btrsed  on  tlic  national  a\i'ragc 
re.soiirce  n'quin'ments  for  tlu'  \arious  DKcts,  bos()itals  that  consjstcntl\ 
treat  ixttients  with  exjH'cted  treatment  costs  that  are  higher  than  a\('i'. 
age  would  be  undercompensated,  while  those  that  consistently  treat 
patients  with  ex[K‘ited  trt'atnu'nt  costs  that  are  lower  than  a\erage 
would  b(’  over<oni[)<'n.sated. 
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Hospitals  With  Higher-Than- 
Avcrage  Kxp(H.'ted  Treatment 
Costs  in  Wide-Variation  DRGs 


We  used  the  CAO  index  and  the  evil  to  illustrate  the  relationship  between 
hospital  cost  and  Medicare  payments.  As  discussed  on  page  20,  the  (  Ml  is 
used  as  a  relative  measure  of  patient  restnirce  requirements  at  a  given 
hospital.  However,  because  the  c.Ml  and  the  Din;  payment  weights  are 
both  based  on  the  national  average  cost  of  patients  treated  within  the 
DKGS,  the  ('.Ml  can  also  be  used  as  a  relative  measure  of  hospital  Medicare 
paymt'nts.  The  gao  index  measures  the  degre('  to  which  a  hospital's 
expected  patient  treatment  costs  within  a  dkg  vary  from  tlu*  national 
average  cost  of  the  dkg.  Thus,  the  difference  b('tween  the  two  indexes 
gives  an  indication  of  the  jHitentia!  for  over-  or  undercom|x-nsation  for 
patients  treated  in  a  dkg  or  group  of  dkgs. 


We  analyzed  the  relationship  betwi'en  the  g.\o  index  and  the  CMi  (that  is. 
between  expected  cost  and  iiayment )  for  the  ()()3  hosiiitals  that  treati'd 
patients  with  the  highest  expt'cted  treatment  costs  in  the  148  wide- 
variation  dkgs.  We  found  that  504  of  the  003  hospitals  (about  84  per¬ 
cent)  had  a  <;ao  index  that  was  higher  than  their  CMi  for  these  dkgs, 
indicating  that  expected  tivHtment  costs  were  greater  than  pa.vments  for 
those  hospitals.  The  difference  bttween  the  gao  index  and  the  CMl  for 
the  504  hospitals  ranged  from  0.38923  (a  hospital  with  a  (;ao  index  of 
1 .385()()  and  a  CMi  of  0.99577 )  to  0.00028,  with  an  average  difference  of 
about  0.03834. 

The  exix'ritmce  of  one  of  th<‘  003  hospitals  in  om*  of  the  wide-variation 
DH(;s  illustrates  the  difference  betwc'cn  the  gao  index  and  the  CMi  in 
terms  of  expected  costs  and  payments.  The  hospital  in  question  treated 
1 12  patients  who  wc're  cla.ssified  into  dk(.  12.  dK(.  12,  a  medical  dkg  for 
certain  diagnoses  pertaining  to  nervous  system  disorders,  has  a  coeffi¬ 
cient  of  variation  of  108.8.  Table  2,5  shows  tlu-  diagnosis  codes  of  the 
patients  treated  by  the  hospital,  the  expech'd  cost  of  the  patients 
treated,  and  the  expivted  payments  ( a.ssuming  that  the  payments 
equaled  the  national  averagi'  cost  of  all  i)atients  treatc'd  in  the  dkg). 


24 


(t  \<  >  HS  n  r)R(t  \  ion».  <  aiis«* 


Chapter  2 

DRGs — Wide  Varialiuns  in  Resource 
Requirements  Affect  Payment  Equity- 


Table  2.5:  One  Hoapital’s  Expected  Costs  and  Payments  for  Patients  Treated  in  DRG  12 


_ Expected  cost _ 

National  _ Expected  payment 


Diagnosis  code 

average 

cost 

(diagnosis) 

Patients 

Expected 

cost 

National 
average 
cost  (DRG) 

Patients 

Expected 

payment 

3319 

$2,038 

1 

$2  038 

$3,187 

1 

$37187 

3310 

2  126 

2 

4.253 

3.187 

2 

^3 

3313 

2332 

2 

4664 

3,187 

2  " 

'6,373 

3320 

2,339 

1 

2,339 

3,187 

1 

3387 

33520 

2,384 

1 

2,384 

3,187 

1 

^3,187 

3330 

2,406 

3 

7.219 

3,187 

3 

9860 

3580 

3010 

1 

3,010 

3,187 

1 

3.187 

33523 

3,021 

1 

3  021 

3,187 

1 

3.187 

3337 

3,593 

1 

3593 

3,187 

r 

"3, 787 

4380 

4  383 

2 

8,766 

3,187 

2 

6,373 

3429 

5,754 

97 

558.090 

3,187 

97' 

309  095 

Total 

112 

$599,375 

112 

$356,894 

Source  GAO  analysis  of  fiscal  year  1985  Paiienf  Bill  File 


As  shown  in  the  table,  the  hospital  treated  1 12  patients  having  1 1  of  the 
52  diagnoses  covered  by  dkg  12.  The  national  average  cost  of  treating  all 
Medicare  patients  (33,215)  in  dkg  12  was  about  $3,187,  If  the  hospital  in 
question  were  paid  this  amount  for  t'ach  of  its  1 12  discharges  in  the  dkg 
(as  is  the  concept  under  i'i>s),  total  payments  would  have  been  about 
$357,000.  However,  100  of  the  1 12  patients  treated  (about  8.9  percent) 
had  diagnoses  that  had  expected  treatment  costs  that  were  higher  than 
the  national  average  for  the  dki; — resulting  in  total  expjected  treatment 
costs  for  the  nwi  of  about  $599,000.  Ba.sed  on  these  data,  the  hospital 
would  have  a  g.ao  index  of  1 .08  and  a  '  .vii  of  1 .00  for  this  dkg.  Thus,  in 
this  case  a  difference  of  0.08  between  the  two  indexes  would  equate  to 
an  exjKTted  payment  that  w^as  about  $242,000  low'cr  than  the  expected 
co.st  for  this  dkg. 
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We  also  wanted  to  determine  how  the  rc'liitionship  between  expected 
cost  and  payment  in  the  other  groups  of  [»K(;,s — the  139  DWis  with  mod¬ 
erate  variation  in  resource  requirements  and  the  1 19  dkgs  with  low  vari¬ 
ation — compared  to  that  in  the  wide-variation  dkgs.  That  is.  as  variation 
in  resource  requirements  within  tin'  dkgs  decrf'iLses.  what  luippens  to 
the  relationship  between  exqyected  cost  and  payment'.’  We  used  the  g.\(i 
index  to  idmitify  hosjiitals  that  treatf'd  iiatients  wlio  had  higher-than- 
averagc'  exjH'cted  treatnaait  costs  in  the  other  two  groups  of  dkgs.  Wi' 


Pax*" 


G.AO  IIKD-SH-D  DKG  Variations  (  hii.m' Incqiiitir' 


’.v; 


-7. 


I  lospitals  With  Ix)vver-Than- 
Average  Treatment  Costs  in 
Wide-Variation  DRGs 


Chapter  2 

DRGs — Wide  Variations  in  Resoiiree 
Requirements  Affect  Payment  fatuity 


then  analyzed  the  relationshij)  betwet'ii  tht'  tiAo  index  and  the  cMi  for  all 
hospitals  with  a  tiAO  index  greater  than  l.Oo  for  the  two  groups  of  DWis 
and  compared  the  results  to  tliost*  obtained  from  the  analysis  of  the 
wide-variation  Dittis. 

We  found  that  the  number  of  bosjiitals  treating  patitmts  with  higher- 
than-average  expected  treatment  costs  ( gai  >  indexes  grt'ater  than  1 .05 ) 
was  comparable  for  all  three  groups  of  oiais  f  see*  ajip.  11.  table  11. 1 ). 
However,  the  c.v)  indexes  and  cMis  for  the  moderate-  and  low-variation 
DKGS  were  about  equal  for  virtuitlly  all  of  the  hospitals.  This  suggests 
that,  while  the  patients  treated  by  these  hospitals  in  the  two  groups  had 
higher-than-average  expected  treatment  costs,  tln're  was  a  close  rela¬ 
tionship  between  expected  cost  and  paynamt.  In  contrast.  1 14  (about  19 
percent )  of  the  ()03  hospitals  treating  patients  with  higher-than-average 
expected  treatment  costs  in  the  wide-variation  l>K(is  had  a  (iAO  index 
that  was  at  lea.st  0.05  higher  than  the  (Ml,  suggesting  that  the  higher 
expected  treatment  costs  were  not  adequately  reflected  in  the  reim¬ 
bursement.  The  relationship  between  expc'cted  costs  and  expected  pay¬ 
ments  for  hospitals  with  the  higher-than-av('rage  expected  treatment 
costs  in  the  three  grotips  of  dkgs  is  illustrated  in  figure  2. .3. 

A.s  can  be  .seen  in  the  figure,  the  disparity  between  expected  costs  and 
expected  payments  increases  as  the  level  of  variation  in  the  DKtis 
increases.  Thus,  our  analysis  supports  one  of  the  ma.jor  underlying  con¬ 
cepts  of  KKS— the  more  homogenous  the  dkgs  in  terms  of  resource 
requirements,  the  more  equitable  the  paymimts  to  hosi)itals. 


We  made  a  similar  analysis  of  the  relationship  between  the  ciAo  index 
and  the  on  for  the  2,202  hospitals  that  treated  patients  who  had  the 
lowest  expected  treatment  costs  (a  gao  index  of  less  than  0.95)  in  the 
148  wide-variation  dkgs.  W'e  found  that  1,848  of  the  2,202  hospitals 
(about  84  percent)  had  a  ( m)  that  was  higlier  than  the  (;ao  index  for 
these  dikjs,  indicating  potential  overcompensation  to  those  hospitals. 

The  difference  between  the  CMi  and  the  gad  index  for  the  1 ,848  hospitals 
ranged  from  0.()8352  (a  hospital  with  a  cMi  of  1 .38073  and  a  gag  index 
of  0.69721 )  to  0.00()()3,  with  an  average  difference  of  0. 03302. 

Again,  to  illustrate  what  the  difference  between  the  CMi  and  gad  index 
means  in  terms  of  hospital  payments,  we  will  use  the  experience  of  one 
of  the  2,202  hospitals  in  one  of  the  wide-variation  dkgs.  The  hospital 
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Figure  2.3;  Relationship  Between  DRG 
Variation  and  Reimbursement  for 
Hospitals  With  Higher-Than-Average 
Expected  Costs  (Fiscal  Year  1985) 
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Note  Degree  of  undercompensation  was  calculated  by  subtracting  the  CMI  from  the  GAO  index 
Accurate  compensation  was  a  difference  of  0  4  or  lower  Undercompensation  was  a  difference  of  0  5 
or  higher 

This  chart  only  includes  hospitals  that  have  a  GAO  index  greater  than  1  05 

tmitod  93  patients  who  were  elass.fied  into  DWt;  4t)l.  a  '‘eatehall  ’  sur>ii- 
eal  DKG  for  any  operatinft  room  proeedure  "with  diagnoses  of  otiier  eon- 
taet  with  iiealth  services."  DKt;  4t)l  has  a  coi'fficient  of  variation  of 
137.3.  Table  2.()  shows  the  procedure  codes  of  the  patients  treated  by 
the  hospital  in  this  dkg.  the  e.xpectf'd  cost  of  the  patit'nts  trt'ati'd.  ami 
the  ex[)ected  |)ayinents  (assuminj'  tliat  the  payments  t'qualed  the 
national  average  cost  of  all  patients  treated  in  th<'  |i|;g  ). 
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Table  2.6:  One  Hospital’s  Expected  Costs  and  Payments  for  Patients  Treated  in  DRG  461 


Expected  cost 


Procedure  code 

National 

average 

cost 

(procedure) 

Patients 

Expected 

cost 

National 
average 
cost  (DRG) 

Expected  payment 

Patients 

Expected 

payment 

4899 

$494 

18 

$8,894 

$2,592 

18 

$46,658 

4549 

1,095 

2 

2,190 

2,592 

2 

5,184 

4541 

1,209 

68 

82,198 

2,592 

68 

176,262 

493 

1,230 

1 

1,230 

2,592 

1 

2,592 

4835 

2,224 

3 

6,671 

2,592 

3 

7,776 

5412 

2,731 

1 

2,731 

2,592 

1 

2,592 

Total 

93 

$103,914 

93 

$241,064 

Source  GAO  analysis  of  fiscal  year  1985  Patient  Bill  File 


As  can  be  seen  in  the  table,  this  hospital  treated  93  patients  with  6  of 
the  726  operating  room  procedures  covered  under  drg  461.  The  national 
average  cost  of  treating  all  Medicare  patients  (5,925)  in  drg  461  was 
about  $2,592.  If  the  hospital  in  question  were  paid  this  amount  for  each 
of  its  93  discharges  in  the  drg  (as  is  the  concept  under  pps),  total  pay¬ 
ments  would  have  been  about  $241,000.  However,  92  of  the  93  patients 
treated  at  this  hospital  were  treated  with  procedures  that  had  expected 
costs  that  were  lower  than  the  national  average  for  the  drg,  resulting  in 
total  expected  treatment  costs  of  about  $104,000.  Based  on  these  data, 
the  hospital  would  have  a  gao  index  of  0.43  and  a  CMi  of  1.00  for  this 
DRG.  Thus,  in  this  case  a  difference  of  0.57  between  the  two  indexes 
would  equate  to  an  expected  payment  that  was  about  $137,000  higher 
than  the  expected  cost  for  this  drg. 

We  also  identified  the  hospitals  that  consistently  treated  patients  with 
lower-than-average  treatment  costs  (a  gao  index  of  less  than  0.95)  in  the 
moderate-  and  low-variation  drgs.  Again,  we  measured  the  difference 
between  the  CMi  and  the  gao  index  for  those  hospitals  and  compared  the 
results  across  the  three  groups  of  dhgs.  We  found  a  large  number  of  hos¬ 
pitals  treated  patients  with  lower-than-average  expected  treatment 
costs  in  each  of  the  three  groups  of  drgs  (.see  app.  II,  table  II. 2).  The 
lower  expected  treatment  costs  for  patients  in  the  moderate-  and  low- 
variation  DKGS  apparently  resulted  in  commensurately  low  payments  as 
evidenced  by  the  fact  that  the  gao  indexes  and  CMis  were  about  equal  for 
virtually  all  of  the  hospitals  represented  in  these  two  groups  of  drgs.  In 
contrast,  249  (about  1 1  percent)  of  the  2,202  hospitals  treating  patients 
with  lower-than-average  expected  treatment  costs  in  the  wide-variation 
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Figure  2.4;  Relationship  Between  ORG 
Variation  and  Reimbursement  for 
Hospitals  With  Lower-Than-Average 
Expected  Costs  (Fiscal  Year  1985) 


DRGs  had  a  CMi  that  was  at  least  0.05  higher  than  the  gao  index,  sug¬ 
gesting  potential  overcompensation  to  those  hospitals. 

The  relationship  between  expected  costs  and  expected  payments  for 
hospitals  with  lower-than-average  expected  treatment  costs  in  the  three 
groups  of  DRGs  is  illustrated  in  figure  2.4. 


P«rc*nt  04  Hospitals 


Modsrats 


Laval  of  Variation  in  DRGs 


Accuralely  compensated 


Overcompensated 

Note  Degree  of  ovefcompensation  was  calculated  by  subtracting  the  GAO  index  from  the  CMI; 
Accurate  compensatioo  was  a  difference  of  0  4  or  lower;  Overcompensation  was  0.5  or  higher. 

This  chart  only  irx:ludes  hospitals  that  have  a  GAO  index  less  than  0  95. 


As  illustrated  in  the  figure,  the  disparity  between  expiected  costs  and 
expected  reimbursement  increases  as  variation  in  the  drgs  increases — 
again  showing  that  the  potential  for  inequitable  payments  is  greatest 
where  there  is  wide  variation  in  resource  requirements  within  the  drgs. 


Page  29 


GAO/HRD-88^1  DRG  Variations  Cause  Inequities 


Location  and  Size  of 
Hospitals  With  High-  and 
Low-Cost  Patients 


Figure  2.5:  Location  and  Bed  Size  of 
Hospitals  With  Lower-Than-Average 
Expected  Costs  in  Wide-Variation  DRGs 

(Fiscal  Year  1985) 
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Anotht'r  important  issue  in  evaliiatinj*  the  I)K(;  classification  system  is 
whether  the  hij»h-  and  low-cost  patients  within  the  wide-variation  dkgs 
are  distributed  randomly  across  luispitals  or  whether  they  are  distrib¬ 
uted  systematically — that  is,  whether  certain  hospital  characteristics, 
such  as  location  and  size,  can  help  determine  whether  a  hospital  will 
receive  patients  with  expected  treatment  costs  that  are  consistently 
lower  or  higher  than  the  national  average. 

To  address  this  question,  we  stratified  the  two  groups  of  hospitals  with 
the  lowest  and  highest  gao  indexes  for  the  148  wide-variation  dkgs  by 
location  and  bed  size.  The  results  of  our  analysis  are  illustrated  in 
figures  2.5  and  2.(5  and  in  appendix  II,  table  II. 3. 


80  Parcent  ol  Hospitals 


I 


Hospital  sizs 


Note  Hospital  sizes  are  based  HCFA  definitions  For  Urban  hospitals  Small  <  100  bods,  Modium 
-  100  to  404  beds,  and  Large  >  404  beds  For  Rural  Small  <  100  beds.  Medium  =  100  to  169  bods, 
and  Large  >  169  bods 
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Figure  2.6:  Location  and  Bed  Size  of 
Hospitals  With  Higher-Than-Average 
Expected  Costs  in  Wide- Variation  DRGs 

(Fiscal  Year  1985) 
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80  Parcent  of  Hospitals 


Hospital  siza 

Urbai 


Note  Hospital  sizes  are  based  HCFA  definitions  For  Urban  hospitals  Small  <  100  beds.  Medium 
=  100  to  404  beds,  and  Large  >  404  beds  For  Rural  Small  <  100  beds  Medium  -  100  to  169  bixls 
and  Large  >  169  beds 

As  illustrated  in  the  figures.  ;tll  tyjx's  of  hosiiiuils  ret  t'i\  ('d  ii;itietUs  iti 
the  wide-variatit>n  iiKus  that  had  exiXM  ted  tre;itiuent  tosts  ih;it  were 
consistently  lower  than  average  for  these  niit.s,  and  all  types  retciM'd 
patients  with  expected  treatment  costs  that  were  consistently  higher 
than  average.  However,  about  53  peret'iit  of  the  urban  hospit;ils  with 
fewei  than  100  beds  and  about  72  percent  of  the  rural  hospitals  with 
fewer  than  100  beds  received  [liitiraits  who  had  an  (‘xpi'cted  a\('rage 
treatment  cost  that  was  lower  than  the  national  avi'rage  cost  for  the 
wide-variation  nuiis.  The  distribution  of  patients  with  higher-than 
average  expected  treatment  costs  was  less  concent  rated,  hut  the  larger 
urban  hospitals  were  more  likely  to  receive  sueli  patients  than  were  any 
other  hostiital  type. 
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Olir  use  of  the  gao  index,  and  its  comparison  to  th»'  (  mi,  was  for  analysis 
and  illustration  purposes  only.  It  was  not  mi'ant  to  imply  that  the  (i.\n 
index  or  method  of  grouping  patients  should  bt'  list'd  for  payment  jiiir 
poses.  Further,  our  discussion  of  under-  and  overcomjx'nsation  was 
meant  to  demonstrate  the  overall  efftvt  of  variation  in  the  dkgs  on  hos¬ 
pital  payment  equity.  This  analysis,  how'ever,  should  not  nect'ssarily  la* 
equated  with  profit  or  loss  for  six'cific  hospitals  or  tyiies  of  hospitals 
First,  as  described  on  pages  2(1-21 ,  we  used  national  avt'rage  costs  for 
patients  groupt'd  by  primary  diagnosis  and  ojx'rating  rcami  procedure'  to 
determine  a  hospital's  exfx'cted  avt'rage  cost  ix‘r  ca.se  A  hospital's  cost 
for  treating  individual  patients  can  vary  from  these  national  averages 
due  to  the  hospital’s  practice  pattt'rns  and  li'vel  of  effic  ii'iicy;  thus,  a 
hospital's  “actual”  average  treatment  cost  c  an  and  prohahly  dcH's  vary 
from  the  "expt'cted"  avt'rage  tri'atmt'iit  cost 


Conclusions 


Wide  variations  in  patient  trt'atment  costs  t'xist  in  many  dkgs  While  this 
is  not  a  problem  in  itself,  it  has  Ix'comt*  a  prohlt'in  iH'cause  many  hospi¬ 
tals  received  an  unequal  mix  of  patients  with  low  and  high  exix'cted 
treatment  costs  within  the  wide-variation  dkgs  Further,  tlu'  distribution 
of  low-  and  high-cost  patients  in  thesi'  dkgs  apjH'ars  to  Ix'  systematic  in 
that  most  of  the  small  urban  and  rural  hospitals  consist c'litly  rc'cc'ived 
patic'nts  with  Ix'low-averagt'  treatmc'nt  costs,  while  large  urban  hospi¬ 
tals  were  most  likely  to  rc'cc'ive  patu'nts  with  above-average  treatment 
costs.  Ik'causc'  hospital  payments  undc'r  l>l^  are  hasc'd  on  avc'ragi-  DKc. 
costs,  this  situation  results  in  inequitable  payments 

1  nder  I’l's.  hospitals  should  have  an  mcenticc'  to  cut  costs  through 
improvc'd  efficiency  llowc'ver,  if  hosjcitals  arc'  rewarded  or  [K'nali/.ed 
ha'ic'd  on  tlu'  tyjH's  of  patic'nts  they  rc'ci'ix'e  rather  than  the  efficiency  of 
their  opi'ralions,  an  unintendi'd  result  could  o( cur  hospitals  could  ha\c 
incentives  to  encimrage  tin'  admission  of  .Vledicare  Iwrieficiaries  with 
diagnost's  with  treatment  costs  that  are  less  than  the  dK(.  (layments  and 
to  discourage  the  admis,sion  of  those  with  diagnoses  that  have  treatment 
costs  that  are  higher  than  the  DK(.  payments. 
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Options  Available  to  Reduce  DRG  Variations 


WV  that,  overall,  the  iiuc;  ca-se  classification  system  provides  a 

j»(M>d  basis  for  determininj*  hospital  payments  under  el’s  However,  as 
discus.sed  in  chapter  2.  wide  variations  in  treatntent  resource  requin*- 
ments  exist  in  many  of  the  DKcis.  Keducinj;  the  variations  within  the  nwis 
can  he  a<‘com{)li.shed  by  creatinjj  more  DHUs  or  chan^jing  the  makeuj)  of 
exist  injt  imus. 


Creating  Additional 
DRGs 


One  method  of  reducing  the  resource  variations  in  the  DKU  classification 
system  is  to  create  new  DWts  for  those  diagnoses  or  prix  edures  that  vary 
significantly  in  resource  rinjuirements  from  the  other  diagnoses  or  pro¬ 
cedures  within  an  existing  dku.  For  example,  before  fi.scal  year  198(i, 
patients  who  underwent  a  single  joint  replacement  (knt*e  or  hip)  as  well 
as  those  who  underwent  bilateral  joint  replac(>ments  ( both  knot's  or 
hips)  were  clas.sified  into  pw;  209 — even  though  the  bilateral  replace¬ 
ments  required  significantly  more  hospital  resources  to  treat  than  did 
the  single  joint  replacements.  After  receiving  complaints  from  hospital 
administrators,  physicians,  and  professional  socit'ties,  ncK.x  established  a 
new  tiKG  ([)!«;  471 )  for  multiple  joint  refilacements  effective  March  15, 
1980. 

Similarly,  until  fiscal  year  1988,  the  dw;  cla.ssification  system  did  not 
distinguish  Ix'tween  patients  with  respiratory  disorders  who  required 
assistance  in  breathing  ( mechanical  ventilation)  and  tlucst'  who  did  not. 
After  n'ceiving  several  complaints  from  the  medical  community,  iicRx 
evaluated  this  situation  and  found  that  i)atients  requiring  met  hanical 
ventilation  had  average  c  harges  that  were  from  2  to  10  time's  higher 
than  those  not  requiring  mechanical  ventilation. 

IK  K.\  concluded  that  j)atients  with  resjiiratory  di.sorders  could  be  chissi- 
fied  into  one'  of  thnn*  distinct  groups  according  to  resource  rt'quire- 
ments — those  requiring  no  mechanical  ventilation,  those  requiring  some 
mechanical  ventilation  and  who  gain  access  to  the'  ventilator  through 
end<»tracheal  tubes,  and  tbost'  n'quiring  mechanical  ventilation  for 
extended  jx'ricKls  and  who  gain  access  through  a  tracheostomy.  Accord¬ 
ingly,  IK  Kv  created  two  new  dkus — 474  and  475 — to  recognize  the' 
higher  resources  requin'd  to  treat  patients  niH'ding  mechanical  ventila¬ 
tion.  This  change  to  the  uik;  cla.ssification  becanu'  efh'ctive  October  1 , 
1<)87, 
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Restructuring  Existing 
DRGs 


Restructuring  the  existing  dkcs  is  another  means  of  reducing  variations 
within  tlte  uiwis.  This  can  he  done  by  reclassifying  selected  diagnoses  or 
procedures  from  one  oitt;  to  another.  For  t'xample.  lici  A's  analysis 
showed  that  three  surgical  procedures  involving  the  abdominal  arteries 
and  veins  that  were  being  chtssified  into  URt;  1 12  were  similar  in 
resource  requirements  to  other  abdominal  procedures  that  were  classi¬ 
fied  into  DUiis  1 10  and  111.  Accordingly,  iicfa  changed  the  urc;  classifica¬ 
tion  system  so  that  the  procedures  in  question  will  be-  grouped  in  nitijS 
1 10  and  111,  effective  October  1,  1087.  In  the  [last,  hcka  has  restruc¬ 
tured  a  number  of  ORtis  (see  app.  Ill ). 

We  believe  that  reclassifying  diagnoses  and  or  ))rocedures  from  tlu* 
wide-variation  pros  to  other  ORtis  would  Ik'  beneficial  in  additional  situa¬ 
tions.  Recla.ssification  may  be  particularly  appropriate  for  those  pros, 
such  as  PROS  442  and  443.'  that  include  diagnoses  or  procedures  pertain¬ 
ing  to  multiple  body  systems. 

Op(>rating  room  procedures  are  normally  classified  into  a  variet\  of  sur¬ 
gical  PROS  ba.sed  on  the  body  system  involved,  llowi'ver,  operating  room 
procedttres  performed  to  correct  problems  or  complications  resulting 
from  prior  surgery  ( ■'revisions")  are  classified  into  PRtis  442  3,  regard¬ 
less  of  the  organ  or  body  system  involved.  For  example,  the  surgical  firo- 
cedure  for  initially  replacing  a  knee  or  a  hip  is  chtssified  in  pro  203, 
while  the  surgical  procedure  for  repairing  these  artificial  joints,  should  a 
problem  arise,  is  classified  in  PRt;  442. 

We  found  several  instances  w'here  the  resource  requiremimts  of  the  rc\  i- 
sion  procedures  were  more  similar  to  the  average  resourci'  n'quiremi'uts 
of  the  DKG  containing  the  original  surgical  procedure  than  to  the  ax  erage 
resource  requirements  for  pros  442  or  443.  For  example,  a  conusil 
transplant  procedure  in  pR(;  442  had  a  standardized  charge  of  $2.1130. 
which  was  very  close  to  the  average  standardized  charge  of  $2,702  for 
PRC.  42,  the  PKG  that  contains  the  original  surgical  eye  procedure.  How¬ 
ever.  this  varied  significantly  from  the  average  standardized  charge  of 
$(i.()4()  for  PRO  442,  where  this  revision  jinHcdurc  is  cui  i'cntly  classified. 

Table  3. 1  shows  the  average  standardized  charges  for  a  number  of  pro¬ 
cedures  currently  classified  in  pro  442  and  conqiares  them  to  the  aver¬ 
age  standardized  charge  for  that  pri;  and  to  tlu-  averagt'  standardized 
charge  for  the  i>R(;  containing  the'  original  surgical  proct'diu'c. 
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Table  3.1:  Comparison  of  Selected  DRG 
442  Procedure  Charges  to  Average  ORG 
Charges 


Description 

Procedure 

average 

standardized 

charge 

Average 
standardized 
charge — 
DRG  442 

Original  DRG 

Average 
standardized 
Number  charge 

Corneal  transplant 

$2,935 

$6  046 

42 

$2  702 

Vessel  incision — lower  limb 

8  084 

6  046 

1 12 

7,626 

Vascular  shunt  or  bypass 

9  547 

6  046 

no 

12  334 

Removal  o1  lesion 

3  288 

6  046 

269 

3  861 

Removal  of  hip  prosthesis 

It  866 

6  046 

210 

7  580 

Other  total  hip  replacement 

1 1 .423 

6,046 

209 

9  484 

Source  Gao  anaVS'S  of  fiscal  /ear  1985  Palieol  Bill  File 


Reclassifying  patients  within  dkgs  can  also  be  done  based  on  patient 
characteristics  other  than  the  principal  diagnosis  or  primary  operating 
room  procedure.  Originally,  the  dkg  classification  system  contained  95 
“pairs”  of  dkgs  that  each  contained  the  .same  principal  dia{  no.ses  and 
primary’  operating  room  procedures.  One  of  the  pair,  however,  was  for 
patients  who  had  at  least  one  of  the  approximately  2.700  serious  sec¬ 
ondary  diagnoses  (“complications  and  comorbidities")  and/or  who  were 
70  or  older.  The  dkg  pairs  were  established  because  data  used  to  develop 
the  DKGS  showed  that  patients  with  complications  and  comorbidities  and 
patients  who  v\  ere  70  years  and  older  generally  required  more  re.sources 
to  treat,  dkgs  442  and  443  discussed  above  are  an  example  of  such  dkg 
pairs. 

In  an  April  1987  report  to  the  Secretary  of  mis,  I’mP.v  stated  that  its 
analysis  showed  that  resource  use  for  Medicare  patients  70  years  and 
older  without  a  complication  or  comorbidity  was  significantly  lower 
than  for  those  patients  in  the  same  dk(;s  with  a  complication  or 
comorbidity.  PtoPac  recommended  dropping  age  as  a  criterion  for  classi¬ 
fying  patients  into  the  dkgs — that  is,  that  the  DK<i  pairs  should  be 
defined  based  on  the  pre.sence  or  absence  of  a  complication  or  comorbid¬ 
ity  regardless  of  age. 

Based  on  this  recommendation,  hcfa  conducted  a  similar  analysis  and 
reached  the  same  conclusion,  iicka  implementf'd  PtoP.v  's  recommenda¬ 
tion  effective  October  1,  1987.  Some  of  the  wide-\  ariation  DWis  we  iden¬ 
tified  were  affected  by  this  change,  and  the  dkg  restructuring  may  help 
reduce  their  variation  somewhat. 
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Agency  Comments  and 
Our  Evaluation 


Our  analyses  illustrate  that  the  theory  behind  Pi's  does  not  work  for 
DRGs  where  there  is  a  wide  variation  in  patient  treatment  costs  because 
many  hospitals  consistently  treat  patients  who  have  expected  treatment 
costs  that  are  either  lower  or  higher  than  the  average  cost  (the  pay¬ 
ment)  for  these  dkgs.  Thus,  whether  a  hospital  profits  or  loses  on  cases 
in  these  wide-variation  dkgs  depends  more  on  the  mix  of  patients  it 
treats  than  on  its  relative  efficiency  as  envisioned  under  pps.  Our  analy¬ 
sis  also  showed  that  hospitals  in  particular  bed-size/location  groupings 
are  more  likely  to  treat  patients  who  have  expected  treatment  costs  that 
are  either  higher  or  lower  than  the  average  costs  for  the  wide-variation 
DKGS. 

Variation  in  treatment  costs  within  dkgs  can  be  reduced  by  establishing 
new  DKGS  with  less  variation  and/or  by  realigning  diagnoses/procedures 
among  existing  dkgs.  We  believe  that  ims  should  take  action  to  reduce 
intra-DRG  variation  to  prevent  hospitals  from  having  incentives  for  seek¬ 
ing  or  avoiding  patients  with  particular  diagnoses/procedures  within 
wide-variation  drgs.  This  would  help  assure  that  access  to  care  for 
Medicare  beneficiaries  is  not  affected  by  such  incentives  and  would  also 
increase  the  equity  of  payments  to  hospitals  under  pps. 


We  recommend  that  the  Secretary  of  nus  direct  the  Administrator  of 
UCFA  to  review  those  drgs  that  we  have  identified  as  having  wide  varia¬ 
tions  in  patient  resource  requirements  and  change  the  drg  classification 
system  to  reduce  the  variations  within  these  drgs. 


In  commenting  on  a  draft  of  this  report,  iius  stated  that  it  believed  its 
current  activities  were  sufficient  to  address  the  need  for  improvement  in 
the  hospital  payment  system  and  that  additional  activities  were  unnec¬ 
essary.  mis  cited  its  statutory  obligation  to  adjust  drg  classifications  and 
weighting  factors  annually  to  reflect  changes  in  treatment  patterns, 
technology,  and  other  factors  that  may  affect  relative  resource  use.  ims 
said  that  this  statutory  requirement,  combined  with  the  fact  that  it  has 
only  proposed  dr(;  classification  changes  that  would  reduce  resource 
variation  within  drgs,  was  evidence  that  it  was  already  meeting  the 
spirit  of  our  recommendation,  mis  also  pointed  out  several  adjustments 
to  payment  rates  for  individual  hospitals  that  it  believed  would  mitigate 
the  inequities  in  payments  to  hospitals,  ims  expressed  concern  that  read¬ 
ers  would  expect  greater  improvements  in  the  distribution  of  payments 
across  hospitals  by  refining  the  drgs  further  along  the  lines  we 
suggested. 
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We  recognized  hus’s  obligation  to  review  and  revise  the  dkg  classifica¬ 
tions  (see  p.  1 1),  and  noted  the  changes  to  these  classifications  that  iins 
has  made  (see  p.  37).  We  undertook  our  review  to  assess  whether  the 
DRGs  were  grouping  patients  with  similar  treatment  costs  as  intended 
and,  if  not,  whether  the  equity  of  payments  to  hospitals  was  adversely 
affected.  Our  analysis  shows  that  while  the  drg  classification  system 
overall  is  doing  a  good  job  of  assigning  cases  for  payment  purposes, 
excessive  variations  in  expected  treatment  costs  exist  in  many  drgs. 
HHS’s  DRG  classification  review  and  revision  process  has  not  corrected 
this  wide-variation  problem.  We  believe  that  refining  some  drgs  further 
would  result  in  improvements  in  payment  distribution.  The  methods  we 
suggested  for  refinement  have  been  used  by  hcfa  in  the  past. 

We  believe  that  hhs’s  comments  that  adjustments  made  for  various  hos¬ 
pital-specific  circumstances  mitigate  the  inequities  in  payments  are 
irrelevant  to  the  question  of  whether  drg  classifications  appropriately 
group  cases  that  have  similar  resource  requirements.  As  discussed  on 
page  10,  two  factors  determine  how  much  a  hospital  is  paid  under  pps. 
One  is  the  drg  classification  system  that  groups  cases  and,  in  turn, 
results  in  the  weighting  factors  for  drgs — the  subject  of  this  report.  The 
second  factor  is  the  dollar  conversion  factor  (i.e.,  the  standardized 
amount),  which  is  multiplied  by  the  drg  weight  to  arrive  at  the  actual 
PPS  payment  a  hospital  receives.  In  general,  it  is  the  adjustments  to  the 
dollar  conversion  factor  that  mis  is  referring  to  in  its  comments.  This 
report  does  not  deal  with  the  computation  of  the  dollar  conversion  fac¬ 
tor,  although  we  have  issued  reports  on  problems  with  it.-'  The  Medicare 
statute  envisions  that  both  the  drg  classifications  and  the  standardized 
amount  will  be  accurate  and  appropriate  to  assure  reasonable  and  equi¬ 
table  rates  and  requires  ims  to  review  and  revise  both  factors  annually. 
Thus,  the  adjustments  to  the  standardized  amount,  while  important  to 
payment  equity,  do  not  lessen  the  need  to  correct  problems  in  the  drg 
classifications. 

Finally,  regarding  our  concern  that  the  wide-variation  dkgs  give  hospi¬ 
tals  inappropriate  incentives  to  seek  or  avoid  patients  with  particular 
diagnoses  or  needing  specific  procedures,  mis  said  that  its  research  to 
date  has  found  no  evidence  of  di.scrimination  against  or  access  problems 
for  high-cost  beneficiaries.  Our  concern  is  that  over  time  hospitals  could 
react  to  the  incentives  provided  by  the  wide-variation  dkgs,  and  we 
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boliovo  it  is  desirable  to  remove  perverse  incentives  before  they  result 
negative  effects. 

lllis's  specific  comments  are  furthe'r  discussed  in  ai)pendix  I\’.  pages  5 
54. 
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s' s' “s*  s'. s'  s'. s’. 


.s'  s'  s'  •  •  s'  ■ 


ORG 

Number  of  discharges 

Coefficient  of  variation 

456 

122 

217  57 

460 

2,218 

214  04 

454 

4,066 

156  43 

76 

7,091 

155  40 

7 

4,550 

154  15 

457 

219 

152  05 

458 

1,189 

151  83 

461 

5,925 

137  33 

466 

2,985 

134  63 

CO 

00 

7,013 

134  55 

69 

3,139 

133  87 

459 

615 

132,35 

467 

5,303 

131,20 

169 

2,298 

130,89 

27 

1,503 

127,83 

131 

9,203 

126  05 

9 

2,258 

124  60 

267 

488 

122  00 

168 

5,867 

121,10 

46 

3,229 

120,05 

269 

10,554 

120  01 

439 

1,270 

119  36 

18 

12,975 

118  94 

11,672 

11706 

23 

4,360 

1 16  84 

403 

31,201 

115  24 

28 

7,403 

114  76 

404 

3,792 

113  48 

256 

9  185 

113  13 

453 

3,592 

112  94 

35 

2,192 

111  60 

421 

10,477 

110  51 

20 

4,423 

110  34 

188 

32,772 

no  18 

293 

338 

109  86 

94 

6  488 

109  13 

77 

2  114 

109  02 

12 

33,215 

108  78 

437 

1,188 

108  73 

87 

78.551 

108  47 

(continued  1 
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DR(is  With  (xiefficienls  «f  Variation  tireater 

Than  90  Percent 

DRG 

Number  of  discharges 

Coefficient  of  variation 

394 

1  725 

1 08  24 

201 

2  605 

’07  9o 

129 

8  285 

'C7  44 

468 

92  647 

107  14 

397 

6  922 

106  62 

425 

12  474 

’06  61 

101 

21  602 

105  52 

315 

7  654 

104  81 

64 

5818 

104  69 

438 

17  852 

104  36 

452 

17  614 

104  28 

120 

10  393 

104  20 

57 

512 

103  59 

299 

892 

103  46 

135 

7  183 

103  45 

63 

3  305 

103  42 

249 

3  973 

103  24 

444 

5  147 

103  00 

366 

5  605 

103  00 

192 

1  728 

102  57 

428 

1  678 

102  55 

123 

48  872 

102  16 

217 

4  780 

102  06 

325 

18  327 

101  42 

24 

40  965 

100  54 

392 

1  357 

100  46 

449 

29  959 

99  99 

316 

29  71 1 

99  78 

185 

4  061 

99  75 

29 

747 

99  71 

442 

26  736 

99  52 

431 

479 

99  39 

288 

375 

99  38 

445 

772 

99  25 

172 

28  639 

99  01 

67 

O 

o 

99  00 

415 

1 1  785 

98  93 

423 

5  807 

98  9i 

265 

3  375 

98  54 

427 

2  630 

98  45 

400 

4  770 

98  34 

I  ronlmuofl 

I’jlUe  II 

(iAi)  HKDHit  11  DKt. 

\  ariat  inns  (  aiist*  Innqiiii  i«'s 

DRG 

Number  of  discharges 

Coefficient  of  variation 

235 

4,413 

97  95 

440 

2,529 

97.53 

433 

1,718 

97  53 

274 

4,580 

97  40 

295 

2,086 

97  31 

92 

9,226 

96  88 

72 

762 

96  83 

331 

22,924 

96  69 

31 

7,039 

96  68 

205 

15,685 

96  55 

280 

20,992 

96  53 

22 

12,196 

96  18 

13 

4,555 

96  15 

426 

17,941 

95  76 

319 

578 

95  75 

463 

8,689 

95  68 

19 

3.835 

95  19 

246 

2,846 

95  11 

176 

8,895 

95  00 

432 

787 

94  85 

66 

9,628 

94  79 

154 

30,188 

94  78 

200 

1,567 

94  63 

369 

3.985 

94  35 

240 

14,285 

94  13 

464 

4,564 

93  96 

413 

14,462 

93  85 

179 

5,285 

93  73 

152 

7,595 

93  59 

318 

7,730 

93  52 

292 

3,3'’2 

93  47 

435 

651 

93  38 

253 

26,602 

93  35 

411 

1,307 

93  34 

236 

30,529 

93  21 

338 

7,114 

93  15 

82 

70,335 

93  15 

204 

22,666 

93  13 

73 

7,698 

93  05 

80 

1,706 

92  85 

245 

2,827 

92  82 

(continued) 
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Table  11.1:  Relationship  Between  GAO  Index  and  CMI  for  Hospitals  With  GAO  index  Greater  Than  1.05 


Wide-variation  DRGs 

Moderate-variation  DRGs 

Low-variation  DRGs 

GAO  index  >  CMI  (difference) 

Number  of 
hospitals 

Percent  of 
group 

Number  of 
hospitals 

Percent  of 
group 

Number  of 
hospitals 

Percent  of 
group 

less  than  -  04 

7 

1  2 

5 

08 

1 

02 

•  04  to  04 

482 

79  9 

605 

97  7 

530 

99  4 

05  to  09 

86 

143 

7 

1  1 

2 

04 

to  to  19 

26 

43 

2 

03 

0 

00 

20  to  29 

0 

00 

0 

00 

0 

00 

30  to  39 

2 

03 

0 

00 

0 

00 

Total 

603 

100.0 

619 

100.0 

533 

100.0 

*  I 


.  o 


Source  GAO  analysis  of  fiscal  year  1985  Patient  Bill  File 


Table  11.2;  Relationship  Between  GAO  Index  and  CMI  for  Hospitals  With  GAO  Index  Less  Than  0.95 

Wide-variation  DRGs 

Moderate-variation  DRGs 

Low-variation  DRGs 

Number  of 

Percent  of 

Number  of 

Percent  of 

Number  of 

Percent  of 

CMI  :>  GAO  index  (difference) 

hospitals 

group 

hospitals 

group 

hospitals 

group 

less  than  ■  04 

15 

07 

7 

03 

30 

08 

•  *  •  •  1 

■  04  to  04 

1,938 

880 

2,372 

98  8 

3,691 

98  2 

*  •  “j* 

05  to  09 

208 

95 

14 

06 

38 

1  0 

10  to  19 

18 

08 

4 

02 

1 

00 

20  to  29 

5 

02 

3 

0  1 

0 

00 

30  to  39 

9 

04 

1 

00 

0 

00 

40  to  49 

5 

02 

0 

00 

0 

00 

50  to  59 

1 

0  1 

0 

00 

0 

00 

60  to  69 

3 

0  1 

0 

00 

0 

00 

Total 

2,202 

100.0 

2,401 

100.0 

3,760 

100.0 
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Table  11.3:  Range  of  GAO  Indexes  by  Hospital  Location  and  Bed  Size 


Location 

Urban 

Bed  size 

1  to  99 

1  no  to  404 

Total  in  data 
base 

591 

1  369 

Number  with 
GAO 
indexes 
from 
0.40970  to 
0.9is994 

310 

227 

Percent  of 
total 

52  5 

16  6 

Number  with 
GAO 
indexes 
from 
1.05001  to 
1.49221 

68 

Percent  of 
total 

'  1  5 

Pfl  ' 

Urban 

405  to  684 

365 

17 

4  7 

115 

31  5 

Urban 

685  or  more 

79 

2 

2  5 

32 

40  5 

Rural 

1  to  99 

1  964 

1  404 

71  5 

68 

3  5 

Rural 

100  to  169 

382 

179 

46  9 

19 

5  C 

Rural 

170  or  more 

222 

63 

28  4 

19 

8  6 

Total 

4,972“ 

2,202 

602“ 

The  location  and  bed  size  of  one  of  the  hospitals  m  our  data  base  .'.as  ui T'v.v.vr- 
Source  GAO  analysis  of  fiscal  year  1985  Patient  Bill  file 
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Examples  of  Major  Changes  to  the  DRG 
Qassification  System  (Fiscal  Years  1985-87) 


Changes 

Created  new  ORGs; 

1  Created  DRG  47 1  for  bilateral  |Oint  procedures  -codes 
8141  8148  8151.8159  8161  thru8l64 

2  Created  DRG  472  to  include  extensive  burns  with 
operating  room  procedures 

3  Created  DRG  473  lor  acute  leukemia  cases  without  major 
operating  room  procedures 

Restructured  DRGs: 

4  Restructured  DRGs  353  thru  355.  357  thru  362  to  correct 
hierarchy  (surgical)  and  logic  problems 

5  Restructured  DRGs  434  thru  438  to  better  rellect 
substance  dependence  and  detoxilication  and 
rehabilitation  treatment 

6  Restructured  leukemia  and  lymphoma  DRGs  401  thru  405 
by  eliminating  age  as  a  criterion  and  by  distinguishing 
between  acute  and  nonacute  cases 

7  Restructured  DRGs  223  and  224  to  reduce  the  variability  in 
operating  room  procedures  tor  the  upper  extremities 

8  Redetined  DRGs  228  and  229 

9  Shitted  diagnosis  code  7241  (pain  m  thoracic  spine)  trom 
DRG  247  to  DRG  243 

10  Grouped  all  operating  room  procedures  involving  the  use 
of  a  heart  pump  into  DRG  108 

1 1  Shifted  procedure  code  360  (removal  of  coronary  artery 
obstruction)  from  DRG  108  to  DRG  1 12  (percutaneous 
transluminal  coronary  angioplasty) 

12  Shitted  diagnosis  codes  1946.  2276,  and  2373  trom  MDC 
10  DRGs  to  DRGs  10  and  1 1 

13  Shifted  procedure  codes  5051  and  5059  from  DRGs  442 
and  443  to  DRG  468 

14  Shifted  procedure  code  5494  from  DRG  201  to  DRG  191 

15  Shifted  diagnosis  code  7248  from  DRG  247  to  DRG  243 

16  Shitted  procedure  code  7491  to  DRG  381 

1 7  Shifted  diagnosis  code  2281  to  DRGs  398  and  399  from 
MDC  5  DRGs 

18  Changed  surgical  hierarchy  so  that  procedure  codes 
1291  1292  1471  thru  1475,  and  1479.  when  performed  in 
combination  with  a  lens  procedure  are  assigned  to  DRG 
39 

19  Shifted  newborns  transferred  to  other  than  acute  care 
facility  from  DRG  385  to  DRG  386  thru  391 

20  Shifted  procedures  for  leg  amputations  or  any  amputation 
of  the  lower  extremity  for  circulatory  disorders  other  than 
toe  from  DRG  1 14  to  DRG  1 13 


Prior  DRG  New  DRG 


401  thru  405 


353-355 

357-362 


434  thru  438 

401  thru  405 

223-224 

228-229 


108,  109,  110 
thru  112 


Multiple 

442  and  443 
201 
247 
375 


10  and  1 1 


Multiple  398  and  399 


386  thru  391 


(continued) 
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F^xampIrN  cif  Major  ('han|{«>8  u>  thr  f)R(i 
( 'laxHiflcatluii  Sy»U*m  (Fim-al  Years  1985-87) 


Changes 

Prior  DRG 

New  DRG 

21  Shifted  patienis  who  have  an  open  breast  biopsy  that 
also  undergo  a  unilateral  simple  mastectomy  but  who  do 
not  have  a  principal  diagnosis  of  malignancy  from  DRG 

262  to  DRG  261 

262 

261 

22  Shitted  congenital  anomaly  diagnosis  codes  7583  7584 
7585  and  7586  in  MDC  15  DRGs  to  DRGs  352  369  429 
and  467 

Multiple 

352  369  429 
467 

23  Shifted  diabetes  diagnosis  codes  25040  and  25041  from 
DRGs  294  and  295  to  DRGs  331  thru  333 

294  and  295 

331  thru  333 

24  Shitted  diabetes  codes  25060  and  25061  from  DRGs  294 
and  295  to  DRGs  18  and  19  and  codes  25070  and  25071 
to  DRGs  130  and  131 

294  295 

18  19  130  131 

25  Shifted  any  MDC  1 7  case  with  a  surgical  procedure  to 
DRGs  400  thru  402  and  406  thru  408 

403  thru  405, 
409  thru  414 

400  thru  402, 
406  thru  408 

26  Shifted  all  cases  with  a  principal  diagnosis  of  urinary 
stones  that  were  treated  with  extracorporeal  shock  wave 
lithotripsy  and  no  operating  room  procedure  from  DRG 

324  to  DRG  323  regardless  of  age  and/or  comorbidity 

324 

323 

27  Shifted  257  procedure  codes  from  DRG  468  to  the  MDC 
of  the  patient  s  principal  diagnosis 

468 

Multiple 

Pa8e  47 
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Comments  From  the  Department  of  Health  and 
Human  Services 


\o\e  GAO  cum^enis 
SuppO'^iC':^!  nc  'hose  :•'> 
repo'’  ‘e«'  appear  a*  'Pc 
ena  o'  'P'S  append;  < 


DEPARTMENT  OF  HEALTH  Si  HUMAN  SERVICES 


Office  of  Inspector  Genera' 


Washington,  D  C  20201 


FEB  I  7  icqc 


*^r  .  Pichai'r’  L.  Fr>qol 
Assists-\nt  Conpttollef  Cener^il 
n.S,  Genetal  Arrouittino  Officr^ 

W.ishinaton,  O.C.  20S4fl 

Dear  Mt  .  Foq'-'l  : 

Soctetary  is<o-l  T  tn  your  ronEii'r-t  ^ot  thf' 

Dooaj  t.*Tient.  •  s  c-''jnnents  ou  youi  ‘•Uaft.  lenoit,  "''od  i.  o  • 

P».’ f  i  uernent  of  Di/ionosis  f'iT  ounr>  Tn'^iriiio  '"’■h  v^noiu 

Fquit_v.”  The  enrlG-)sed  rommetits  ronicsent  tho  t  tit  i  ve  no^^itiou 
>f  the  Oepii  t.»nont  ind  ir  e  sub  iert  to  r  1 1  ua  t  i. when  the  f  i  *1  \  1 
version  of  this  report  is;  Ter'oivoh. 


>V‘  ippr  f**' i  ate  the  oi'per  i 
hefoio  its  T^ut)  1  i  ei  t  ion  . 


uni  tv  to  romn-'^fit  on  this 


S  i  ".cot  e  ]  V  Ml  r  s  , 


jt  \Vt^\VJLU.v-' 

Hiv'hath  *'•.  t'ussetow 
T  •'.sP'-'et  ,^r  -'.s.-i  SI  ^  I 


r.:)c  ]  osut  ‘ 
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Appendix  IV 

C/omments  From  the  Department  of  Health 
and  Human  Ser\ices 


Conments  of  the  Departnient  of  Health  and  Human  Services 
on  the  General  Accounting  Office  Draft  Report, 
"Refinement  of  Diagnosis  Related  Groups 
Needed  to  Insure  Payment  Equity* 


Overv i ew 

Because  of  the  importance  of  diagnosis  related  groups  (DRGs)  to  the 
prospective  payment  system  (PPS),  GAO  evaluated  the  DRG  case 
classification  system  as  a  means  of  grouping  patients  for  payment 
purposes.  Specifically,  GAO's  objectives  were  to  ( 1 )  measure  the 
variations  in  the  level  of  resources  required  to  treat  patients  within 
the  DRGs,  (2)  determine  if  hospitals  get  an  equal  mix  of  high  and 
low-cost  patients  in  DRGs  where  wide  variation  in  resource  requirements 
does  exist,  and  (3)  determine  if  hospital  characteristics  such  as  bed 
size  and  rural  or  urban  location  help  determine  whether  a  hospital 
receives  patients  with  higher  or  lower  than  average  treatment  costs 
within  the  DRGs. 

Basically,  GAO  found  that  one  of  the  primary  concepts  behind  PPS  ^that 
DRGs  group  patients  whose  treatment  is  expected  to  use  about  the  same 
amount  of  hospital  resources)  was  not  being  achieved.  Rather,  the 
variation  of  expected  treatment  costs  for  the  diagnoses  and  procedures 
falling  under  particular  DRGs  was  high.  In  addition,  high  and  low 
expected  treatment  cost  cases  were  not  evenly  distributed  among 
hospitals.  In  view  of  these  findings,  GAO  is  recommending  that  the 
Health  Care  Financing  Administration  (HCFA)  review  those  DRGs  GAO 
identified  as  having  wide  variation  in  patient  resource  requirements  and 
change  the  ORG  classification  system  to  reduce  the  variation  within 
these  DRGs. 

GAO  Recommendation 

That  the  Secretary  of  HHS  direct  the  Administrator  of  HCFA  to  review 
those  DRGs  that  we  have  identified  as  having  wide  variation  in  patient  j 

resource  requirements  and  change  the  DRG  classification  system  to  reduce 
the  variation  within  these  DRGs. 

Department  Comment 

Section  1886(d)(4)(C)  of  the  Social  Security  Act  already  requires  that 
we  adjust  the  ORG  classifications  and  weighting  factors  annually  to 
reflect  changes  in  treatment  patterns,  technology  and  other  factors  that 
may  affect  relative  resource  use.  Because  the  very  establishment  of 
DRGs  rests  on  the  assumption  that  clinically  similar  discharges  should 
require  similar  resources,  we  have  only  proposed  such  DRG  classification 
changes  as  would  reduce  resource  variation  within  groups. 
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('omments  From  the  Department  of  Health 
and  Human  Services 


Page  2 

i 


See  comment  1 


See  comment  2 


See  comment  3 


See  comment  4 


In  light  of  the  foregoing,  we  believe  that  we  are  already  meeting  the 
spirit  of  GAO'S  recommendation.  We  are  concerned,  however,  that  readers 
of  the  GAO  report  will  expect  greater  improvements  in  the  distribution 
of  payments  across  hospitals  by  refining  the  DRGs  further  along  the 
lines  suggested  by  GAO's  analysis.  Specifically,  the  sheer  volume  of 
discrete  categories  implied  by  grouping  cases  on  the  basis  of  the 
individual  diagnoses  and/or  procedures  that  are  currently  classified 
together  would  produce  a  system  that  would  be  unmanageable,  as  there  are 
literally  thousands  of  diagnosis  and  procedure  codes.  GAO  neither 
reports  how  many  categories  were  created  for  purposes  of  establishing 
the  GAO  index  nor  displays  the  degree  of  variance  reduction  achieved  by 
disaggregating  the  current  DRGs  into  finer  categories.  Indeed,  it  is 
not  even  clear  whether  GAO's  analysis  takes  into  account  the  extent  to 
which  classification  changes  implemented  since  1985  (the  year  from  which 
the  data  for  GAO's  analysis  was  derived),  especially  elimination  of  age 
over  69  as  a  factor  in  DRG  assignment  and  refinement  of  the 
complications/comorbidities  list,  might  have  already  narrowed  the 
difference  between  the  GAO  index  and  the  case-mix  index  for 
wide-variation  DRGs.  Although  GAO  has  found  a  relationship  between 
urban/rural  location  and  hospital  size  and  the  percentage  of  hospitals 
with  higher-  or  lower-than-average  expected  costs,  GAO  never  simulates 
actual  payments  or  compares  actual  payments  or  actual  costs  of  hospitals 
to  the  expected  costs.  The  fact  that  large  urban  hospitals  have 
higher-than-average  expected  costs  in  wide-variation  DRGs  does  not  mean 
that  they  are  underpaid  for  those  cases,  as  there  are  separate  urban  and 
rural  payment  rates.  The  payment  rate  differential,  never  accounted  for 
in  GAO's  analysis,  would  mitigate  in  large  part  what  GAO  characterizes 
as  payment  inequities,  as  evidenced  by  the  fact  that  in  the  first  3 
years  of  PPS,  urban  hospitals  were  much  more  likely  than  rural  hospitals 
to  have  positive  Medicare  operating  margins  and,  on  average,  had  higher 
margins  than  rural  hospitals.  Special  payment  adjustments,  the  indirect 
costs  of  medical  education  and  a  disproportionately  low-income  patient 
load  also  provide  mostly  urban  hospitals  with  additional  relief  from 
their  costlier  case  loads. 

In  addition  to  the  rate  distinction  for  urban/rural  hospital  locations, 
PPS  has  also  been  designed  to  distinguish  and  provide  an  additional 
payment  for  extremely  long  and/or  costly  (outlier)  cases.  The  outlier 
payment  is  for  the  purpose  of  protecting  the  hospital  from  extreme 
losses  on  individual  cases,  and  also  to  protect  patients  from  possible 
discrimination  on  the  basis  of  characteristics  that  might  identify  them 
as  being  more  likely  to  have  long  and/or  costly  stays. 
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Comments  From  the  Department  of  Health 
and  Human  Services 


See  comment  5 


Page  3 


We  would  note  that  HCFA  research  in  the  "PPS  Impact  Report  to  Congress" 
series  has  closely  scrutinized  the  impact  of  PPS  on  the  most  likely 
groups  of  patients  to  be  “high"  cost,  and  hence  potentially  subject  to 
discrimination;  i.e.  the  oldest  old,  ESRD  beneficiaries  and  minorities. 
Our  research  has  found  no  evidence  that  these  groups  have  suffered 
discrimination  or  inadequate  access  to  hospital  care.  That  is  not  to 
say  that  we  do  not  recognize  the  need  for  continuous  examination  of  the 
payment  system.  We  are  continually  reviewing  the  ORG  categories  to  deal 
with  any  problems  in  classification  and  to  avoid  incentives  to 
discriminate  against  types  of  patients  who  represent  higher  risks 
because  they  are  misclassif ied  or  because  the  predominate  method  of 
treatment  changes.  In  addition,  research  is  progressing  toward  the 
development  of  measures  that  may  be  used  to  refine  the  DRG  system  by 
accounting  for  the  level  of  severity  (as  reflected  in  resource 
requirements)  of  groups  of  patients  within  DRGs.  We  are  also  developing 
a  revised  outlier  payment  policy  that  will  better  address  the  risk 
presented  by  extremely  costly  patients. 

These  ongoing  activities  are  designed  to  meet  the  need  for  improvement 
in  the  current  payment  system.  Additional  activities  are,  we  believe, 
unnecessary. 
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GAO  CoiTiments 


Th(‘  t'ollowinji  an'  (i.xn's  comnu'nts  on  tlu'  siH'cit'ic  points  made  by  the 
Departntent  of  Health  and  Human  Serviees  in  its  letter  dated  Fehniary 
17,  HW8. 


1 .  itiis  commented  that  the  sheer  \'olume  of  discrete  categories  implied 
hy  grouping  ca.ses  on  the  basis  of  the  individual  diagnoses,  procedures 
that  an'  currently  cla.ssified  together  would  produce  a  system  that 
would  he  unmanagt'ahh'  beeaus<'  tht'n'  are  thousands  of  diagnoses  and 
procedures,  mis  also  stat('d  that  w('  did  not  show  the  degree  of  variance 
iv'duction  tichieved. 

As  stated  on  page  32,  we  grouped  cases  on  the  bmas  of  individual  diag- 
nos('s  (irocedures  for  analysis  ptirposes  onlV' — that  is,  to  get  a  more  pre¬ 
cise'  measure  of  each  hospital’s  expected  average  cost  of  treating 
[latients  within  each  Wc  stated  that  we  were  not  implying  that  this 
me'thod  of  grouping  patients  be  u.sed  for  payment  purpo.ses.  As  dis¬ 
cussed  on  iiage  33,  mis  has  created  separate  pkgs  for  specific  diagnoses,/ 
procedures  in  the  past  to  reduce  resource  variation  in  the  dkg  case  clas¬ 
sification  syst«'m.  itnd  there  may  he  some  instances  within  the  148  wide- 
\  ariation  dkgs  when'  this  would  he  warranted.  However,  we  are  not  rec- 
oinnK'uding  that  each  of  the  thousands  of  diagno.ses,  procedures  be  a  dis- 
cret('  grouinng  for  paying  hospitals  under  Pi's.  The  degree  of  variance 
reduction  tu  hieved  would  dt'pt'ud  on  how  many  DKGs  were  revised  and 
how  tlu'y  were  r<'vi.s<'d.  Th<'  data  we  de\  elop('d  indicate  intra-DW; 
resourc('  variation  was  not  a  severe  problem  in  about  two-thirds  of  the 
DKc.s  revH'Wi'd.  Thus,  we  concludi'd  tlmt  overall,  the  dkg  etise  classifica¬ 
tion  systc'in  ()ro\  ides  a  good  basis  for  determining  hospital  payments 
under  Pi’s. 

2  nils  stated  that  it  is  not  clear  wlu'ther  our  analysis  takes  into  account 
the  extent  to  which  classification  change's  implemented  since  1983  (the 
yt'ar  from  which  the  data  for  our  analysis  was  derived)  might  have 
aliv'ady  narrowed  tlu'  diffen'iici'  between  the  G.vi  index  and  the  case- 
mix  inde'x  for  wide-\ ariation  dkgs,  especially  elimination  of  age  over  99 
as  a  factor  in  dkg  a.ssignnK'iit  and  refinenu'iit  of  tlu'  complication 
comorhiditii's  list. 

Our  analysis  of  the  variation  in  treatmi'iit  costs  within  the  tiKGs  was 
hasi'd  on  tlu'  most  current  data  available  at  the  time.  VVe  acknowledged 
on  page  33  that  some  of  the  wide-variation  dkgs  we  identified  in  otir 
analysis  wi-ri'  affeep'd  hy  the  changi's  discussed  in  the  mis  comments, 
and  the  restructuring  may  have  reduced  their  variation.  To  the  extent 
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tliat  variation  in  crrtain  OKOs  has  alri'ady  Ix'vn  tunhia-  rctiiiv- 

mi'iit  oftliose  DKiis  inij'lit  not  b(‘  necnssary, 

;3.  mis  coinmented  that  onr  analysis  did  not  considci-  hospital  artiial 
costs  and  actual  payments  and  tlial  tlu'  lii^licr  payment  r;ite  for  urhan 
hospitals  and  special  payment  adjustments  wottld  mitittate  the  i)ayment 
inequities  discussed  in  the  report. 

do  itot  believe  that  a  comparison  of  hosi)ital  actual  costs  and  ac  tiial 
jtayments  is  relevant  to  our  analysis  or  conclusions.  .\s  discussed  on 
|)attes  19-20,  iicka  officials  and  o1h('r  ix'settrcliers  iH)int  out  tiuit  the  criti¬ 
cal  question  in  evahtating  the  fairitess  of  thi-  dh!;  classifictition  s\  stetn  is 
whether  certain  hospittils  consisttmt ly  tretit  piiitients  w  hose  a\cr;itte 
treatment  co.sts  an'  si^nifictmtly  hijiher  or  lowc'r  thtiti  the  natiomil  ;i\'er- 
age  for  <i  given  UH(i.  Thus,  the  intportiuit  lactor  to  consider  iti  <uisw<‘ring 
this  question  is  ;i  hos])itars  avt'rttgi'  cost  per  Pitd  rehttive  to  the  n:ition:ii 
averagt'  treatment  cost  for  all  imtitaits  in  the-  hlx..  However,  using  hospi- 
t;il  actual  costs  in  such  :m  analysis  of  the  UKd  classifictition  systetn 
would  distort  tlu'  results  bc'eattsc'  of  the  var\  ing  lev(  js  of  hospital  el'fi- 
ci(>ncy,  viirying  physician  itnictici'  ptUterns  across  the  count r\’,  difh'fing 
wage  lev('ls,  and  cost  diftenmees  between  tcsiching  and  nontettching  hos- 
[)itals.  For  this  reason,  we  ust'd  hospitttl  "expected  avertige  cost"  per  nun 
fiither  than  hospital  "itctual  avertige  cost"  iier  pko.  Thesi'  I'Xjii'cted  costs 
tire  based  on  nationtil  avm'tigi'  costs  for  each  diagnosis  proci'dure  within 
the  pKiis,  and  thus  we  vise  essentially  the  same  mi'thodology  for  detm'- 
mining  the  avertige  level  of  idficiency  as  is  used  in  si't ting  the  into 
weights.  Further,  as  stated  on  page  21 ,  before  computing,  the  national 
avertige  diagnosis  procedure  costs,  wi'  standardi/.i'd  all  hill  costs  to 
remove  the  effects  of  wage  liwel  differences  and  teaching  intensity. 

Similarly,  looking  at  tiu'  total  pti\  tnents  a  hospittil  receixes  under  I'es 
can  conceal  inaccuracies  in  the  method  for  detertnining  thesi'  ptix  tiieiUs. 
.■\s  discussed  on  [itige  Id,  the  htisic  l't^  paytiient  that  a  hosiiittil  receives 
is  determiiu'd  by  mulliiilying  two  factors — t  he  hospittd's  "sttitidard  pt','  - 
ment  amount"  and  the  t>l«;  "weight."  The  standard  atnoutit  for  urhtiti 
hospitals  is  tuljiisted  upward  to  reflect  the  higher  wagi'  rates  and  input 
prices  paid  in  urban  tiri'as.  Ilowi'vi'r,  the  intra-OKo  variation  discussed  iti 
this  report  is  rehited  to  tlu'  uku  weight,  tiot  the  staiuhird  atnount.  Tints, 
an  equittible  standard  amoimt  multiplied  by  an  inaccurate  oia;  weight 
can  still  result  in  tin  ineqiiittiiile  ei's  ptiyment.  Likew  ise,  giv  ing  hospittils 
add-ons  to  tlu'  btisic  I’fs  payment  for  the  additional  cost  the>  incur  in 
Iiroviding  grtidiiate  medictil  eductit  ion  tind  serv  ing  ti  disproi>ort  ionate 
share  of  low-income  ptitients  doe>-  not  change  the  need  to  make  t he  basic 
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pps  payment  as  equitable  as  possible.  If  such  add-ons,  which  are 
designed  to  compensate  hospitals  for  factors  unrelated  to  intra-DRG  vari¬ 
ations,  do  result  in  adequate  compensation  for  the  wide-variation  dkgs, 
it  would  be  a  matter  of  chance  and  not  of  design.  In  fact,  a  more  accu¬ 
rate  DKG  classification  system  may  help  reduce  the  number  of  special 
adjustments  that  are  needed  and  would  improve  the  accuracy  of  those 
adjustments  that  are  used. 

4.  HHS  commented  that  in  addition  to  the  rate  distinction  for  urban/rural 
hospital  locations,  pps  has  also  been  designed  to  distinguish  and  provide 
an  additional  payment  for  extremely  long  and/or  costly  (outlier)  cases. 
The  outlier  payment  is  for  the  purpose  of  protecting  the  hospital  from 
extreme  losses  on  individual  cases,  and  also  to  protect  patients  from 
possible  discrimination  on  the  basis  of  characteristics  that  might  iden¬ 
tify  them  as  being  more  likely  to  have  long  and/or  costly  stays. 

As  stated  on  page  12,  we  excluded  all  outlier  cases  from  our  analysis. 
Thus,  the  consistently  higher-than-average  treatment  costs  that  we  iden¬ 
tified  at  some  hospitals  are  exclusive  of  outlier  cases,  and  the  hospitals 
would  receive  no  outlier  payments  to  offset  the  higher  costs  that  we 
discuss. 

5.  HHS  commented  that  research  is  progressing  toward  the  development 
of  measures  that  may  be  used  to  refine  the  dkg  system  by  accounting  for 
the  level  of  severity  (as  reflected  in  resource  requirements)  of  groups  of 
patients  within  dkgs,  hhs  said  it  is  also  developing  a  revised  outlier  pay¬ 
ment  policy  that  will  better  address  the  risk  presented  by  extremely 
costly  patients. 

These  activities  are  commendable,  but  neither  directly  addresses  the 
problem  of  intra-DRG  variation  in  treatment  costs  discus.sed  in  this 
report.  As  hhs  stated,  severity-of-illness  refinements  to  the  drg  system 
at  some  point  may  allow  payment  distinctions  for  patients  who,  for 
example,  have  the  same  diagnosis  within  a  dkg  but  who  have  differing 
treatment  resource  requirements  because  of  differing  levels  of  severity. 
However,  based  on  the  results  of  major  studies  on  this  issue,  severity-of- 
illness  refinements  to  the  drg  system  do  not  appear  likely  in  the  near 
future.  In  the  interim — and  as  a  prerequisite  to  implementing  severity 
refinements — wo  believe  every  effort  should  be  made  to  ensure  that  the 
DRG  groupings  are  correct.  That  is,  the  intra-DRG  variation  that  currently 
exists  .should  be  reduced,  and  a  good  starting  point  in  this  effort  is  the 
148  wide-variation  dkgs  we  have  identified. 
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